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PREFACE
This publication is the seventeenth in a series produced by the Institute’s staff through use of
the Institute’s National Automated Accounting Research System (NAARS). Earlier publications
in the series are listed on the inside cover of this publication.
The purpose of the series is to provide interested readers with examples of the application of
technical pronouncements. It is believed that those who are confronted with problems in the
application of pronouncements can benefit from seeing how others apply them in practice.
It is the intention to publish periodically similar compilations of information of current in
terest dealing with aspects of financial reporting.
The examples presented were selected from over eight thousand annual reports stored in the
NAARS computer data base.
This compilation presents only a limited number of examples and is not intended to encom
pass all aspects of the application of the pronouncements covered in this survey. Individuals with
special application problems not illustrated in the survey may arrange for special computer
searches of the NAARS data banks by contacting the Institute.
The views expressed are solely those of the staff.
George Dick
Director, Technical Information Department
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I
SCOPE AND PURPOSE OF SURVEY

DESCRIPTION OF THE PRONOUNCEMENTS

Accounting for debt was the subject of three pronouncements of the Financial Accounting
Standards Board and one pronouncement of the former Accounting Principles Board. APB Opin
ion No. 26, “Early Extinguishment of Debt,” deals with the measurement and classification of
gains and losses on the reacquisition of any form of debt security or instrument before its
scheduled maturity except through conversion into stock pursuant to the existing conversion
privileges of the holder. FASB Statement on Accounting Standards No. 4, “Reporting Gains and
Losses From Extinguishment of Debt,” deals with the classification of gains and losses on all
types of debt extinguishments, including those covered in Opinion No. 26, and modifies the
conclusions in that Opinion. FASB Statement on Accounting Standards No. 6, “Classification of
Short-Term Obligations Expected to be Refinanced,” deals with the classification in the balance
sheet of short-term obligations that are expected to be refinanced on a long-term basis and,
therefore, are not expected to require the use of enterprise working capital during the ensuing
fiscal year. FASB Statement on Accounting Standards No. 15, “Accounting by Debtors and
Creditors for Troubled Debt Restructurings,” deals with accounting for debt for which the cred
itor for economic or legal reasons related to the debtor’s financial difficulties grants a concession
to the debtor that it would not otherwise consider.
APB Opinion No. 26 and FASB Statement Nos. 4, 6, and 15 are reproduced in the appendix.
FASB Interpretation No. 8, an interpretation of Statement No. 6, is also reproduced.
SOURCE OF ILLUSTRATIONS

Accounting for debt in conformity with APB Opinion No. 26 and FASB Statement Nos. 4, 6,
and 15 requires considerable judgment. An accountant who is confronted with problems in apply
ing the pronouncements can benefit from learning how other accountants are applying them in
practice. Accordingly, this publication presents excerpts from financial statements contained in
recently published annual reports to shareholders of business enterprises that illustrate applica
tion of the pronouncements.
The AICPA National Automated Accounting Research System (NAARS) was used to com
pile the information. The examples presented were selected from the published annual reports to
shareholders of more than 8,000 companies stored in the computer data base.
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II
CLASSIFICATION OF SHORT-TERM OBLIGATIONS
AS LONG-TERM

FASB Statement No. 6 requires short-term obligations to be classified as current liabilities
unless the enterprise intends and has the ability to refinance the obligation on a long-term basis, in
which case the obligation is to be classified as a noncurrent liability. Intent and ability to refinance is
demonstrated under the Statement by issuance of a long-term obligation or equity securities for the
purpose of refinancing the short-term obligation on a long-term basis after the date of the balance
sheet but before that balance sheet is issued. Intent and ability to refinance is also demonstrated by
a financing agreement entered into before the balance sheet is issued that clearly permits the
enterprise to refinance the short-term obligation on a long-term basis on terms that are readily
determinable.
If a short-term obligation is excluded from current liabilities pursuant to the provisions of
Statement No. 6, the Statement requires the notes to the financial statements to include a general
description of the financing agreement and the terms of any new obligation incurred or expected
to be incurred or equity securities issued or expected to be issued as a result of a refinancing.
Seventeen examples of the classification of short-term obligations as noncurrent liabilities in
accordance with Statement No. 6 are presented. The examples are classified according to whether
they pertain to the current portion of long-term debt, construction (interim) debt, or other
short-term borrowings.
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CURRENT PORTION OF LONG-TERM DEBT
ANGLO COMPANY LIMITED
Notes to Financial Statements
Note 6—Long-Term Obligations:
• • • •

In connection with a settlement in 1971 with Corporation de Fomento de la Produccion, an agency
of the Chilean Government, the Company agreed to assume certain liabilities of predecessor com
panies. A summary of these liabilities is as follows:
September 30,
1976
1977
$438,000
$435,000
92,000
91,000
119,000
99,000
649,000
625,000
41,000
41,000
$608,000
$584,000

Unclaimed dividends
Unredeemed bonds
Pensions
Less—Current portion
Long-term portion

The dividends and bonds arose from transactions which took place in 1933 and succeeding years.
Although they are payable on demand, the elapsed time since the original transactions and the
Company’s payout experience over the prior years suggest that only a fraction of the total will have to
be paid currently. Accordingly, for 1977 and 1976 $20,000 has been classified as a current liability and
the balance as long-term. Pensions which are due within one year are also classified as a current
liability.
CINEMA 5 LTD.
Notes to Financial Statements
6. Mortgages Payable
Mortgages payable in the accompanying balance sheet, secured by theatre properties, are as
follows:
September 30,
1976
1977
6%—Payable $21,375 yearly in monthly installments
including interest and principal.
Matures October, 1978*............................................................... .........
8¼%—Payable $69,372 yearly in monthly installments
including interest and principal.
Matures June, 1982....................................................................... .........
Included in:
Current liabilities......................................................................... ..........
Non-current liabilities............................................................................

$172,058

181,028

700,948
873,006

711,989
893,017

$ 21,994
851,012
$873,006

21,855
871,162
$893,017

*Balance due October 1978 has been classified as a noncurrent liability since it is management’s
intention to seek an extension upon its maturity.
• • • •

DUCOMMUN INCORPORATED
Notes to Financial Statements
Note 4. Long-Term Notes Payable
• • • •

Under the bank term loan agreement, the Company will borrow an additional $2,000,000 in 1978
to refund certain amounts currently due on existing long-term debt. In accordance with the provisions
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of Financial Accounting Standards Board Statement No. 6, these amounts have been included in
Long-Term Notes Payable. The Company pays a commitment fee of 1½% per annum on the daily
average of the unused portion committed under this agreement.
•• ••

CONSTRUCTION (INTERIM) DEBT
THE WESTERN COMPANY OF NORTH AMERICA
Notes to Financial Statements
Note 4—Secured Debt
• • • •

The Company classifies as long-term debt certain interim construction financing where perma
nent commitments exist to refinance the debt. For purposes of the following discussion, the prime rate
was 7¾% and 6¼% at December 31, 1977 and 1976, respectively.
(a) In October 1976 a line of credit of $26,500,000 was obtained for interim construction financing
of a one-half interest in a semi-submersible offshore drilling rig completed in December 1976 operated
by a 50% owned affiliate (See Note 2). Interest was at 2% above prime plus a commitment fee of ½ of
1% on the daily unused portion of the line of credit. On June 1, 1977, the line of credit converted to a
mortgage loan which was repaid from a portion of the proceeds of the unit offering.
• • • •

OTHER SHORT-TERM BORROWINGS
AMERICAN GARDEN PRODUCTS, INC.
Notes to Financial Statements
5. Notes Payable and Long-term Debt
• • • •

The notes payable to banks represent borrowings under a seasonal line of credit agreement of
$6,500,000 at an interest rate of ½ of 1% over the prime rate in 1977. The maximum outstanding
borrowings at any month end during the year were $5,800,000, and the average outstanding borrow
ings for the year approximated $4,442,000 at an average rate of 7.2%. The Company had agreed to
maintain, on an annualized basis, compensating balances equal to 10% of the line of credit plus 10% of
the amount outstanding under this line of credit. Similar notes were classified as current liabilities at
October 31, 1976.
On December 28, 1977, the Company concluded a financing agreement with a group of banks
whereby the banks would provide up to $7,000,000 during 1978 at an interest rate of 1¼% above the
prime rate. The maximum allowable borrowings decreases to $6,800,000 in 1979 and to $6,500,000 in
1980; the interest rate in years following 1978 will be adjusted upward or downward based on the
Company’s ratio of consolidated indebtedness to equity, as defined. The agreement provides the
Company with an option, under certain conditions, to convert $3,200,000 of the borrowings to a term
loan as of October 31, 1980 with payments extending to October 31, 1983.
The financing agreement requires that specified working capital levels and debt to equity ratios
be achieved at designated dates during the term of the agreement. The Company must reduce its
borrowings under this agreement to specified levels for a continuous seventy-five day period each
year. Restrictions are also imposed with respect to, among other things, dividends and other borrow
ings.
Borrowings under the agreement are secured by cash, guarantees from the Company and from
various subsidiaries and the pledging of all the capital stock in, and intercompany receivables from, all
the subsidiaries. The banks have the right to a security interest in all assets of the Company and the
subsidiaries in the event of default or if the Company fails to meet certain financial tests as of October
31, 1978. Additionally, the Company is required to pay additional interest if it does not maintain (on a
semi-annual basis) an average compensating balance equal to 10% of the outstanding balance plus 10%
of the maximum allowable borrowings during the period.
Additionally, certain subsidiaries received commitments from an insurance company to provide
funds aggregating $5,000,000 to be secured by mortgages on the properties of the subsidiaries. These
loans bear interest at 9¾% with repayment to be made in annual installments approximating $150,000
from 1979 to 1993, with the balance due in 1994.
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Amounts borrowed under the financing agreement and mortgage commitments described above
were used, in part, to repay the short-term notes payable to banks described above. Accordingly,
these obligations have been classified as long-term debt in the accompanying balance sheet at October
31, 1977.
•• • •

ARA SERVICES INC.
Notes to Financial Statements
(3) Long-Term Debt:
• • • •

Refinancing. Subsequent to September 30, 1977, the Company refinanced its 5% notes of
$12,190,000 (due in installments to January 1, 1981) and concurrently borrowed an additional
$22,810,000. The new notes of $35,000,000 (due October 14, 1987) bear interest at 7.66% per annum
and are payable in installments beginning October 1979. The proceeds from this transaction were used
to repay short-term notes payable to banks outstanding at September 30, 1977, and accordingly, these
loans have been classified as long-term debt at year end.

BUFFALO FORGE COMPANY
Notes to Financial Statements
Long-Term Debt
• • • •

The standing bank note dated July 1, 1977 is unsecured, bears interest at 7½% and matures
December 31, 1979. The balance is convertible on maturity into a term note, payable in twenty equal
quarterly installments commencing March 31, 1980 to and including December 31, 1984 with interest
at ¼% above the prime rate.
The bank loan is unsecured and bears interest at 14% above the prime rate. Principal payments
(including the current portion) are due: $1,600,000 in 1978 and $1,700,000 in 1979.
The revolving credit bank loan was in effect from July 1, 1975 through July 1, 1977 and amounts
borrowed thereunder varied during its term. The agreement provided for borrowing up to
$10,000,000. Borrowings were unsecured and bore interest at 14% above the prime rate with a
commitment fee of ½% payable on the unborrowed balance to April 18, 1977 when the fee was
eliminated and the interest rate fixed at 714% on the amount borrowed.
In accordance with the Financial Accounting Standards Board’s Statement No. 6 and the intent of
the company under the revolving credit agreement, $2,350,000 of demand notes were classified as
long-term debt at November 30, 1976.
The major requirement under the loan agreements is to maintain consolidated working capital of
$16,000,000.
THE ECHLIN MANUFACTURING COMPANY
Notes to Financial Statements
Note 5—Long-Term Debt and Other Borrowing Arrangements:
• • • •

In August 1976, the Company entered into a revolving credit agreement (RCA) with a group of
banks which provided for the availability, through September 1, 1979, of maximum borrowings of
$35,000,000. This amount was subsequently reduced to $15,000,000 at the Company’s direction follow
ing the completion of the senior note agreement. Subject to certain specific terms and conditions
contained in the RCA, the Company may borrow up to $15,000,000 on or before September 1, 1979,
repayable in sixteen equal quarterly installments beginning December 1, 1979. Interest will be pay
able at the prime rate of the agent bank plus a variable factor paid in lieu of maintaining compensating
balances.
During February 1977, the Company sold $15,000,000 of commercial paper; the proceeds were
used to reduce the borrowings under the RCA. The commercial paper has been classified as a long
term debt because of the Company’s intent to refinance this debt on a long-term basis and the
availability of such financing under the terms of the noncancelable RCA. The commercial paper
borrowings outstanding at August 31, 1977, bear interest at a weighted average rate of 6.01%.
• • • •
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GALAXY CARPET MILLS, INC.
Notes to Financial Statements
4. Notes Payable and Long-Term Debt
• • • •

Subsequent to year end, the Company entered into agreements with Prudential Insurance Com
pany and the First National Bank of Chicago under which the Company will borrow $15,000,000
through issuance of notes, the last of which is due in 1992, bearing interest at rates varying from 8.5%
to 10.25% per annum. The agreement provides for prepayment of principal in semi-annual instalments
of various amounts commencing in June 1978. The Company intends to use the proceeds from the sale
of the notes to finance approximately $2,000,000 in property additions, repay the $8,750,000 term
note, and $3,934,000 in short-term borrowings outstanding at year end. Accordingly, under the
provisions of Statement Number 6 of the Financial Accounting Standards Board, short-term borrow
ings have been reclassified as long-term debt.
The agreements require, among other things, that the Company maintain minimum working
capital of $12,500,000 through 1978 and $16,000,000 thereafter, and maintain a current ratio of 2.25 to
1. The agreements contain certain other restrictions, principally relating to the payment of cash
dividends and the repurchase of the Company’s capital stock. At October 1, 1977, retained earnings
not restricted under the provisions of the agreement were approximately $60,000.
• • • •

IDLE WILD FOODS INC.
Notes to Financial Statements
5. Short-Term Borrowings and Compensating Balances
Short-term loans from banks under informal lines of credit of $16,500,000 totalled $7,083,069
(including $3,600,000 to be refinanced—see below) and $6,721,065 at August 27, 1977 and August 28,
1976, respectively, and were represented principally by unsecured 6.7% notes (7% in 1976). The lines
may be withdrawn at the option of the banks. The maximum amount of month-end short-term bank
borrowings during 1977 was $10,738,486 ($9,759,688 in 1976), the approximate average daily amount
of such borrowings was $7,610,000 ($7,164,000 in 1976) and the weighted average interest rate was
6.7% (7.8% in 1976).
For lines of credit totalling $9,500,000 the Company has agreed to maintain cash balances equal to
10% of borrowings plus 10% of the outstanding line of credit. For a $6,000,000 line of credit, through
which one of the Company’s subsidiaries finances imported meat purchases using banker’s acceptances
and letters of credit, a $100,000 cash balance must be maintained. The remaining $1,000,000 line of
credit has no compensating balance requirements. At another bank, the Company has been extended
intermittent borrowings, without a line of credit, up to $500,000 with no compensating balance re
quirements. All arrangements are informal and there are no legal restrictions as to the withdrawals of
funds. As of August 27, 1977, the required compensating balances totalled $1,598,000.
The Company has since August 27, 1977 arranged an additional $2,000,000 line of credit involving
no compensating balance requirements.
The Packing Company, in October 1977, arranged for approximately $5,000,000 of longer term
obligations primarily to finance the Packing Company’s plant expansion in Liberal, Kansas. Of the
short-term borrowings outstanding at August 27, 1977, approximately $3,600,000 (the major part of
which was used to finance the plant expansion) will be refinanced with long-term obligations and
accordingly has been classified as long-term debt in the accompanying consolidated balance sheet.
INTERNATIONAL HARVESTER COMPANY
Notes to Financial Statements
14. Long-Term Debt
•• • •

The Company has a formal agreement, expiring December 1979, with a consortium of banks
pursuant to which it may borrow up to $150 million until the expiration date of the agreement. The
Company is obligated to pay a commitment fee of ½ of 1% on the unused portion, and borrowings
under the agreement are to be at 1% above the London Interbank Offered Rate. At October 31, 1976,
the Company had borrowed the entire $150 million at an effective rate of 7.2%. At October 31, 1977,
the Company was not using any portion of this facility and, therefore, has classified $150 million of
short-term debt as long-term debt in accordance with Statement No. 6 of the FASB.
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NELLY DON INC.
Notes to Financial Statements
6. Notes Payable
••••

In February, 1978 the company renegotiated the terms of certain outstanding bank notes payable
in conjunction with the securing of additional financing. The principal provisions of these transactions
were as follows:
a.

b.

c.

The bank line of credit was expanded to $2,200,000 with $1,000,000 of the balance to be due
December 15, 1979. The bank- was issued a warrant to purchase 40,000 shares of the
company’s common stock at $1.00 per share, expiring December 31, 1982. The bank also
subordinated its security interest in the inventories to Salkin & Linoff, Incorporated in
conjunction with new financing provided to the company by Salkin & Linoff, described
below.
The 10.25% bank note, an interim loan pending the consummation of long-term financing on
one of the company’s manufacturing facilities, was converted to a long-term loan secured by
the manufacturing facility, maturing in 2003. An additional $175,000 working capital loan,
maturing in 1985 was borrowed at this time under this agreement. Additional amounts of
$145,000 and $160,000 are available under this agreement to finance the acquisition of an air
conditioning system and new machinery, respectively, for this facility. Under the new
agreement, the interest rate on all amounts borrowed is 9.25%.
Salkin & Linoff, Incorporated provided new financing to the company as described below.
Salkin & Linoff is a major shareholder of the company and its chief executive officer is a
Director of the company.
(1) Letters of credit in the amount of $300,000 to be deposited by the company with its key
suppliers, and which terminate March 31, 1979;
(2) Standby commitment to provide short-term loans up to $300,000 through March 31,
1979;
(3) Additional guarantees of letters of credit or short-term loans of a minimum of $300,000
from March 31, 1979 until December 15, 1979, such amount to be reduced by the
aggregate amount of stock purchased by Salkin & Linoff.
In return for the above, Salkin & Linoff received a security interest in the company’s
inventories and the right to purchase 147,350 shares of the company’s treasury stock at $.30
per share.

The aggregate effect of the foregoing financing arrangements in February, 1978 was to transfer
$1,500,000 of debt at November 30, 1977 from short-term to long-term, which transfer has been
reflected retroactively to November 30, 1977 in the accompanying balance sheet, and to provide
additional financing for the company as follows:
Cash made available for operations:
Short-term borrowing
Long-term borrowing
Sale of treasury shares
Cash made available for capital expenditure:
Long-term borrowing

$ 221,000

475,000
44,000
740,000
305,000
$1,045,000

PHILIP MORRIS INCORPORATED
Notes to Financial Statements
Short-Term Borrowing Arrangements
In addition to the domestic and foreign bank loans and commercial paper obligations included in
current liabilities, the information presented below also includes short-term notes payable classified as
long-term debt in accordance with Financial Accounting Standards Board Statement No. 6. At De
cember 31, 1977, $500,000,000 of short-term notes were included in long-term debt.
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Average bank loans and commercial paper obligations outstanding during 1977 were $127,049,000
and $401,612,000, respectively, on which the weighted average interest rates were 7.5% and 5.6%,
respectively. At December 31, 1977, short-term notes payable consisted of bank loans of $309,967,000
and commercial paper obligations of $311,172,000 on which the average rates of interest were 8.1%
and 6.4%, respectively. At that date, lines of credit amounted to approximately $1,200,000,000 of
which $600,000,000 remained unused. During 1977, the Company and its consolidated subsidiaries
maintained average demand deposit book balances of approximately $54,000,000 with a number of
banks, principally in the United States, to compensate the banks for account handling and other
important services and to support lines of credit.
Long-Term Debt

••••
The Company has entered into a $250,000,000 revolving credit and term loan agreement, matur
ing in 1984, and a $250,000,000 Eurodollar revolving credit agreement maturing in 1982, both of which
can be used to refinance short-term notes payable. Management intends to exercise its rights under
these agreements in the event that it becomes advisable. Accordingly, at December 31, 1977,
$500,000,000 of short-term notes payable have been classified as long-term debt in accordance with
Financial Accounting Standards Board Statement No. 6.
Generally, long-term debt is callable, at annually decreasing premiums.
Expenses incurred in securing long-term loans are included in other assets and are being amor
tized on the straight-line method over the respective lives of the issues giving rise thereto.
Aggregate maturities of long-term debt in each of the following years are: 1978, $15,740,000;
1979, $16,162,000; 1980, $166,276,000; 1981, $46,964,000; 1982, $330,326,000.
ROHM AND HAAS COMPANY
Notes to Financial Statements
(14) Long-Term Debt, Excluding Current Portion
• • • •

Short-term obligations expected to be refinanced are master note arrangements with bank trust
departments. Two of these notes were repaid during 1977. These borrowings are classified as long
term debt in accordance with SFAS No. 6 since they are supported by the unused portion of revolving
credit agreements extending beyond one year. The average interest rate on this category of borrow
ings was 6⅝% at December 31, 1977, and 4⅝% at December 31, 1976.
• • • •

SCOTT PAPER COMPANY
Notes to Financial Statements
Long-Term Debt
• • • •

Commercial paper borrowings at December 31, 1977, and December 31, 1976, were supported by
long-term bank credit agreements and, consequently, are classified as long-term debt and as maturing
in accordance with the terms of supporting bank credit agreements which expire in 1983 and 1984.
• • • •

STANDARD-COOSA-THATCHER COMPANY
Notes to Financial Statements
Long-Term Debt
• • • •

Subsequent to year end the Company concluded negotiations for an agreement with Travelers
Insurance Company effective November 1, 1977, under which the Company will borrow $12,000,000 in
January 1978, through issuance of notes due in 1993 bearing an interest rate of 8⅞% per annum. The
agreement provides for prepayment of principal in semi-annual instalments commencing in September
1982. The Company intends to apply the proceeds from the sale of the notes primarily towards the
repayment of the $9 million in revolving credit notes and the $2 million in short-term borrowings
outstanding at year end. Accordingly, under the provisions of Statement Number 6 of the Financial
Accounting Standards Board, short-term borrowings have been reclassified as long-term debt.
The agreement requires among other things, that the Company maintain minimum working
capital of $15 million through 1983 and $20 million thereafter, and maintain a current ratio of 2.25 to 1.
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The agreement contains certain other restrictions, principally relating to the payment of cash div
idends and the creation of additional debt. At October 1, 1977, approximately $2,900,000 of retained
earnings was not restricted as to future dividend payments.
• • • •
SUAVE SHOE CORPORATION
Notes to Financial Statements
(2) Long and Short-Term Debt and Convertible Debentures:
• • • •
Subsequent to September 30, 1977, the Company obtained long-term financing from a major
insurance company in the form of a $6,000,000 note, bearing interest at 9% per annum. The proceeds
of this loan were utilized by the Company to pay-off $5,000,000 of short-term bank borrowings
outstanding at September 30, 1977, and have been reflected as long-term debt in the accompanying
financial statements in accordance with Statement of Financial Accounting Standards No. 6.
The 9% notes payable and unsecured bank term loan contain restrictive covenants, the most
restrictive of which require the maintenance of certain financial ratios and partially restrict the
payment of cash dividends. At September 30, 1977, approximately $588,000 of consolidated retained
earnings was free from such restriction.
Land and buildings with an approximate cost of $1,176,000 are pledged as collateral for the above
mortgages payable.
• • • •
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III
EARLY EXTINGUISHMENT OF DEBT

APB Opinion No. 26 defined the net carrying amount of debt as the amount due at maturity,
adjusted for unamortized premium, discount, and cost of issuance. It defined the “reacquisition”
price of debt as the amount paid on early extinguishment, including a call premium and miscel
laneous costs of extinguishment. If early extinguishment is achieved by a direct exchange of new
securities, the reacquisition price is the total present value of the new securities.
Opinion No. 26 required a difference between the reacquisition price and the net carrying
amount of extinguished debt to be included as a gain or loss in the determination of net income for
the period of extinguishment and identified as a separate item. The criteria in APB Opinion No.
9 —which was later superseded by APB Opinion No. 30—were to be used to determine whether
the gain or loss should or should not be classified as an extraordinary item.
Accountants disagreed over the classification of the gain or loss implied by those criteria,
however, until FASB Statement No. 4 was issued. Statement No. 4 resolved the disagreement by
requiring gains and losses from any type of debt extinguishment, except cash purchases of debt
made to satisfy sinking fund requirements, that are included in the determination of net income to
be aggregated and, if material, classified as an extraordinary item, net of related income tax
effect. Gains and losses from cash purchases of debt made to satisfy sinking fund requirements
must be aggregated and the amount identified as a separate item. The Statement requires disclo
sure of (1) a description of the extinguishment transactions, including the sources of any funds
used for extinguishment if it is practicable to identify sources; (2) the income tax effect in the
period of extinguishment; and (3) the per share amount of the aggregate gain or loss net of related
income tax effect.
Fifty-two examples of accounting for the extinguishment of debt in apparent conformity with
APB Opinion No. 26 and FASB Statement No. 4 are presented. The examples are classified
according to the type of transaction that caused the extinguishment.
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FORGIVENESS
AMERICAN CAPITAL CORPORATION
Notes to Financial Statements
Note D—Inventories:
• • • •

As discussed in Note P, 1., in fiscal 1977, the Company settled litigation with a lender on two of its
homesite developments. As a result of the settlement and in view of the reduction in the interest rate
negotiated on the loan for the remaining development, there was a net cost of $30,000 which was
charged to inventory. This amount represents the $700,000 given to the lender less the imputed
interest of $360,000 on the modified loan and the forgiveness of the $335,000 purchase money note for
$25,000.
As discussed in Note P, 2., in fiscal 1977, the Company settled litigation with a construction
lender on two of its condominium developments. At August 31, 1976 a provision of $2,715,000 relating
to these condominium developments was recorded because management believed that, in view of the
litigation, the assets encumbered by the mortgages should no longer be valued at cost, but rather at an
amount equal to the mortgages encumbering them, including accrued interest, real estate taxes and
other miscellaneous liabilities. As a result of the settlement in fiscal 1977, the Company charged or
credited the reserve; (i) the $516,000 paid the lender, (ii) the excess of liabilities over assets ($541,000)
relating to the development deeded, (iii) the losses incurred during fiscal 1977 through the day of
settlement ($339,000) and (iv) the write down of certain country club facilities at the remaining
development ($700,000). The remaining reserve ($1,701,000) has been reflected as income. Assets and
related liabilities of $7,983,000 were written off. The remaining assets and liabilities approximating
$4,800,000 and $2,300,000, respectively, relating to the retained development, have been appro
priately reclassified.
• • • •

Note P —Legal And Other Matters:
1. In fiscal 1977, the Company and a lender settled certain litigation initiated in fiscal 1976
concerning two of the Company’s homesite developments. They agreed that the Company would be
released from its obligations on one of the developments which was deeded to the lender. The lender
modified and extended, reduced the interest rate, and released a guarantor on the note secured by the
development retained by the Company. The Company paid the lender $500,000 and executed a
$200,000, 8% promissory note. As part of the settlement, for consideration of a payment of $25,000,
the guarantor forgave the outstanding balance of the $335,000 purchase money note due from the
Company. See Note D for accounting treatment.
2. In fiscal 1977, the Company settled litigation which it had initiated against a construction
lender for two of its condominium developments. Under the terms of the settlement, the Company
deeded one of the developments to the lender, paid $516,000 and the balance of the construction loan
on the retained development. See Note D for accounting treatment.
• • • •

ISSUANCE OF STOCK
ARVIN INDUSTRIES, INC.
Notes to Financial Statem ents
Note 6—Notes Payable to Banks:
As of May 1, 1975 and April 1, 1976, the Company entered into one-year bank revolving credit
loan agreements providing for a total loan commitment of $80,000 with interest computed at a floating
rate of ½% above prime. Outstanding loans under this agreement were paid in 1976 with the proceeds
of the issuance of the preferred shares described in Note 10. At the time of the issuance of the $40,000
promissory notes described in Note 7, the total loan commitment was reduced from $80,000 to $50,000
and the interest rate was reduced to the prime rate. At April 1, 1977, the agreement expired and was
replaced by agreements with 7 banks whereby the Company may borrow up to $54,000 under open
lines of credit at the prime interest rate.
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Note 7—Long-Term Debt:
••••

The 5.10 and 9⅜% debentures have annual sinking fund requirements of $750 each in the years
1978 through 1989 and 1978 through 1995, respectively. Debt amounts shown are net of debentures
purchased by the Company on the open market to cover sinking fund requirements. The 9⅞% promis
sory notes, issued in 1976, require annual payments of $2,650 from 1980 through 1993.
• • • •

The most restrictive provisions of the promissory note agreement and the sinking fund debenture
agreements provide for defined minimum consolidated working capital of $85,000 ($100,000 after
September 1, 1979), maintenance of certain financial ratios and limitations on borrowings, various
financing and lease transactions, and cash dividends. At January 1, 1978, retained earnings of $19,953
were unrestricted for payment of cash dividends. The promissory note agreement also sets limitations
on the levels of short-term borrowings to the greater of either the results of a formula or, until
September 1, 1979, a maximum of $7,500 during a period of 60 consecutive days.
Note 10—Preferred Shares:
The Company issued 850,000 shares of $2.00 cumulative convertible preferred stock in 1976. The
proceeds, net of expenses from issuance of the preferred shares, were $19,745. The shares have voting
rights (one vote per share) and are convertible at the option of the holder, unless redeemed, into
common shares at a conversion price of $15⅝ per share (equivalent to 1.6 common shares for each
preferred share) subject to adjustment for certain events. During 1977, shareholders converted 24,300
preferred shares into 38,880 common shares. The preferred shares will be redeemable as a whole or in
part, at the option of the Company, on or after April 15, 1978 at prices ranging from $26.60 to $25.00
per share depending on the date redeemed, plus dividends accrued to the redemption date. Preferred
shareholders will be entitled to elect two additional directors of the Company in the event that the
equivalent of six quarterly dividends payable on the preferred shares are in default.
CULBRO CORPORATION
Notes to Financial Statements
Note 3—Long-Term Debt and Notes Payable
• • • •

Also in connection with the relocation to Puerto Rico, Ex-Lax refinanced in January, 1976 certain
short-term obligations which had been incurred principally for the purpose of constructing a new
manufacturing facility in Puerto Rico. This refinancing consisted of a borrowing of $2,000,000 by
mortgage loan, bearing interest at 2% above the lending bank’s New York prime r ate, due in January,
1981, with annual principal prepayments of $200,000, and a borrowing of $800,000 by notes bearing
interest at 1% above the prime rate of the two lending banks due in December, 1977, guaranteed by
Pharmaceutical Co. and secured by the Ex-Lax trademark. The $800,000 of notes were prepaid during
1976 and the remaining balance ($1,900,000) of the $2,000,000 mortgage loan was prepaid in 1977
principally from the proceeds of the sale of its preferred stock by Ex-Lax to another subsidiary of the
Corporation. On December 22, 1977 the guarantee of Metropolitan was released and a prohibition
against dividend payments by Ex-Lax was modified to permit dividends from Ex-Lax to Pharmaceu
tical Co., up to approximately 50% of the earnings of Ex-Lax as defined. In consideration for such
changes, the Corporation guaranteed the payment of the notes. In connection with such changes,
Metropolitan paid to the Corporation a dividend of all of the stock of Pharmaceutical Co. Dividends
from Pharmaceutical Co. to the Corporation are also subject to a restriction of approximately 50% of
its earnings as defined since January 1, 1977 plus a permitted amount.
• • • •

TESORO PETROLEUM CORPORATION
Notes to Financial Statements
Note K—Stockholders’ Equity
• • • •

At a special stockholders’ meeting on December 11, 1975, the number of authorized shares of
preferred stock was increased from 1,000,000 to 5,000,000 shares. The Company then designated a
class of 4,400,000 shares (increased to 4,600,000 on February 24, 1977) for a new issue of preferred
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stock, the sale of which was completed on December 29, 1975. At September 30, 1977 and 1976 there
were 4,366,914 and 4,377,462 shares, respectively, of such class of preferred stock outstanding. This
class, designated the $2.16 Cumulative Convertible Preferred Stock, is convertible into common stock
at the rate of 1.7241 shares of common stock for each share of new preferred stock has a stated value of
$1 per share, a liquidation value or redemption price of $25 per share and is redeemable at the option
of the Company after January 1, 1981 at $27.50 per share declining $50 annually to $25 per share.
The net proceeds to the Company from the offering were $101,138,000 of which $50,000,000 were
used to make principal prepayments under the $220,000,000 credit facility, $25,000,000 were advanced
to Corco as a subordinated note receivable and the balance was added to working capital.
• • • •

THE WESTERN COMPANY OF NORTH AMERICA
Notes to Financial Statements
Note 3—Refunding of Secured Debt Through Unit Offering
In September 1977 the Company refunded a portion of its secured debt through an offering of
70,000 units consisting of $35,000,000 of 10⅞% subordinated debentures due September 15, 1997 and
910,000 shares of common stock. Interest on the debentures is payable semi-annually. The debentures
are redeemable, in whole or in part, at any time at the option of the Company, at 110⅞% of the
principal amount, plus accrued interest, if redeemed prior to September 15, 1978, and at declining
premiums thereafter prior to September 15, 1987, except that no redemption can take place prior to
September 15, 1987, directly or indirectly, out of the proceeds of a borrowing having an interest cost
of less than 10⅞% per annum. The debentures are entitled to the benefits of a mandatory sinking fund
commencing September 15, 1987, sufficient to retire 75% of the issue prior to maturity, and are
subordinated to all senior indebtedness of the Company.
Net proceeds from the offering, after underwriting discounts and commissions and registration
expenses approximated $49,953,000 and were used primarily to retire secured debt. Prepayment
penalties associated with the early extinguishment of debt approximating $786,000 (net of related tax
effect of $248,000) are reflected in the accompanying consolidated statement of income as an extraor
dinary charge. Underwriting commissions and registration expenses were allocated between the
subordinated debentures and common stock on the basis of their respective fair market values at the
date of issuance. Such costs related to the subordinated debentures aggregating $1,606,000 at De
cember 31, 1977 are reflected in other assets and are being amortized over the term of the debentures.
Such costs related to common stock have been reflected as a reduction of additional paid-in capital.
Original issue discount attributed to the debentures of $1,408,000 at December 31, 1977 is reflected as
a reduction of principal and is being amortized over the 20-year term of the debentures.
Assuming that the refunding had occured on January 1, 1977, pro forma earnings per common
share for 1977 would have been $2.80, after giving effect to the issuance of common stock and
subordinated debentures in the amount of the secured debt retired.

ISSUANCE OF DEBT
ALUMINUM COMPANY OF AMERICA
Notes to Financial Statements
Debt
In April 1977, $150 of 8¼% notes due in the year 2002 were sold to institutional investors. In
October, the company completed arrangements for $44.4 of 5.8% tax-exempt pollution control and
environmental improvement revenue bonds due in the year 2007. Of this amount, $26.4 was used to
retire previously outstanding pollution control bonds.
• • • •

CASTLE & COOKE INC.
Notes to Financial Statements
Financing
Notes Payable
• • • •

In May 1977, the Company completed a $75 million public debt issuance, consisting of $50 million
of 8½% sinking fund debentures due 1997 and $25 million of 8⅛% notes due 1985. The net proceeds
from the offering were used to reduce short-term indebtedness, refinance other long-term debt and
fund capital expenditures.
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In 1976, the Company entered into a $37 million unsecured revolving credit agreement, which
converts into a four-year term loan in 1979, to provide contingent financing for forecasted capital
spending. The Company has the option of borrowing domestically at 109% of prime rate or Eurodollars
at 1% above the London Interbank offered rates. A commitment fee of ½% per annum applies on the
unused commitment. As a result of the $75 million public debt issued in 1977, the revolving credit
agreement was reduced to $22 million.

COMPUGRAPHIC CORPORATION
Notes to Financial Statements
Note 5 Investment in Unconsolidated Finance Subsidiary
The Company owns 100% of the outstanding common stock of Graphic Credit. This investment is
accounted for using the equity method under which the Company records in income the earnings of
Graphic Credit with a corresponding increase in the carrying value of the investment. The investment
account would be reduced if cash dividends were received.
••••

In May 1977, Graphic Credit obtained a $6 million line of credit, subsequently reduced to $3
million, with a bank and concurrently prepaid the outstanding revolving credit agreement notes.
Amounts borrowed under the line of credit are repayable in January 1978 and carry interest at the
bank’s prime rate. As of October 1, 1977, the interest rate on outstanding borrowings was 7.25%. In
addition, Graphic Credit has agreed to pay an additional interest fee in lieu of maintaining compensat
ing balances on 10% of the bank’s commitment plus 10% of outstanding borrowings.

DICTAPHONE CORPORATION
Notes to Financial Statements
Long Term Debt
••••

On August 11, 1977, pursuant to a Note Agreement of the same date, the company sold
$20,000,000 principal amount of 9¼% Promissory Notes due June 30, 1992 to three insurance com
panies.
Approximately $12,150,000 of the proceeds from the sale of the Notes was applied to the com
pany’s debt pursuant to a Revolving Credit and Term Loan Agreement dated as of September 30,
1976. The balance of the proceeds was added to the general funds of the company.
The Agreement requires the company to maintain its combined U.S. and Canadian working
capital at not less than $30,000,000 and restricts the payment of cash dividends, stock repurchases and
foreign investments to $1,588,000 at December 31, 1977, plus 50% of future U.S. and Canadian
earnings otherwise legally available for the payment of dividends. It also imposes conditions on the
incurrence of liens and sets limits on additional funded debt and additional lease obligations.
••••

ESMARK, INC.
Notes to Financial Statements
Long-Term Debt and Lease Commitments
Long-term debt increases consisted principally of a $125 million 8¼% promissory note and $85
million of 8⅞% subordinated promissory notes. A portion of the borrowings was used to prepay the
$87.0 million 9% subordinated notes.
Additionally, long-term debt was reduced by normal maturities of $9.4 million and other prepay
ments of $80.5 million.

HESSTON CORPORATION
Notes to Financial Statements
7. Long-Term Debt and Restrictions
••••

The Company’s loan agreement with the insurance company and the Revolving Credit Agree
ment with a number of banks were modified during the year. In February 1977, the Revolving Credit
Agreement was amended to include $14,975,000 of short-term lines of credit expiring December 31,
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1977. At that time the existing informal short-term lines of credit from the group of U.S. banks were
terminated. The $312,500 quarterly installments due March 31, June 30, and September 30 were
deferred until December 31, 1977. In March 1977, the $2,700,000 due September 30, 1977, to the
insurance company was deferred to December 31, 1977. On September 30, 1977, the Company made
term loan payments of $2,700,000 to the insurance company and $937,500 to the banks which were not
due until December 31, 1977. Accordingly, the existing maturities follow the payment schedules that
were in effect prior to the amendments made in February and March 1977. Long-term debt maturing
in each of the next five fiscal years is: 1978—$4,633,000, 1979—$4,498,000, 1980—$4,534,000, 1981 —
$3,726,000, 1982—$3,258,000.
••••

MARHOEFER PACKING COMPANY INC.
Notes to Financial Statements
Note 2—Financing Agreement:
Pursuant to a financing agreement dated April 12, 1972 with a commercial finance company, the
company has a line of credit equal to the lesser of (a) $10,000,000 or (b) an amount equal to 85% of
qualified accounts receivable, 60% of inventories and the term loan balance reduced by $700,000 for
assets pledged to the finance company as collateral which is subordinate to a pledge to an insurance
company in connection with the bonding requirements of the U.S. Government for purchases of
livestock. The maximum line of credit under (a) above was reduced to $8,000,000 at December 31,
1977. As of October 29, 1977 the amount available for loan exceeded the loan balance by $1,421,266.
The outstanding loans under this agreement consisted of a term loan of $985,000 and $1,620,000 at
October 29, 1977 and October 30, 1976, respectively, and a revolving credit loan of $6,019,463 and
$6,715,741 at October 29, 1977 and October 30, 1976, respectively. The term loan, renegotiated in
1977, is due in periodic instalments of $15,000 ($195,000 per year) through September 1980 with the
balance due as of that date.
During 1977 five banks began participating in the loan. The participation is twenty-five percent
(25%) up to a maximum of $2,000,000. The agreement permits bank participation up to a maximum of
fifty percent (50%). The interest rates are at five percent (5%) over the prime bank rate on the
borrowings from the finance company and at two and one-half percent (2½%) over the prime bank rate
on borrowings from the banks. The maximum borrowings outstanding during fiscal 1977 and 1976
were $9,865,000 and $9,700,000, respectively, with average outstanding balances of $7,259,000 and
$8,103,000 during fiscal 1977 and 1976. The average interest rates (computed by dividing the annual
interest expense by the average daily outstanding borrowings) during fiscal 1977 and 1976 were 11.4%
and 12.0%, respectively.
The financing agreement provides, among other things, that the company will not incur any other
secured indebtedness nor become party to any merger. The company, upon sixty days’ notice prior to
the anniversary date may prepay without penalty all borrowings under the agreement. The lender
may terminate the agreement at any time (upon sixty days’ notice), or may terminate without notice
under certain other conditions.
The agreement is secured by accounts receivable, inventories and a mortgage on substantially all
property, plant and equipment of the company and its subsidiary.
Note 3—Note Payable:
In August 1977 the company obtained a $3,000,000 loan from the City of Muncie Economic
Development Revolving Fund which has been used for additional working capital, capital improve
ments, and to reduce borrowings from the finance company. The loan from the City of Muncie is
subordinated to any and all debts or obligations of the company. The loan is repayable in equal
quarterly instalments through September 1, 2002 at an interest rate of three percent (3%) per annum.
Principal payments due in fiscal 1978 amount to $81,918.
C.H. MASLAND & SONS
Notes to Financial Statements
Long-Term Debt
• • • •

Under terms of the most restrictive note payable agreements, the Company is required to
maintain net current assets of at least $18,000,000. The agreements also impose restrictions on
borrowings, lease agreements, mergers, sales of assets, payment of dividends (other than dividends
payable in Common Stock of the Company) and reacquisition of the Company’s Capital Stock. Approx-
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imately $3,281,000 of retained earnings is available for cash dividends and reacquisition of Capital
Stock.
The proceeds of the 9(4% Senior Notes issued March 30, 1977 were used to refinance the term
note payable to bank and certain short-term notes. Interest payments on the term note in excess of
the interest which would have been paid at an interest rate of 8¼% were also applied as a reduction of
the principal. The present value of such excess interest payments had been recorded as a reduction in
annual interest expense in order to reflect the actual cost of the loan. The difference between the
actual excess interest and the present value at March 30, 1977, which was not material, was recorded
as a reduction of interest expense for the year ended December 31, 1977.
PALM BEACH COMPANY
Notes to Financial Statements
3. Long-Term Debt
Long-term debt at October 29, 1977 and October 30, 1976, less current maturities, was as follows:
1977
9.20% Senior Notes, dated December 16, 1977, payable $1,585,000
annually beginning in 1983 with a final payment
of $1,590,000 January 31, 1993
9.35% Senior Notes, dated December 16, 1977, payable $750,000
annually beginning in 1983 with a final payment
of $726,669 January 31, 1993
9½% Senior Notes, dated July 10, 1974, payable $1,140,000
annually beginning in 1979 with a final
payment of $600,000 June, 1989
10¼% Senior Notes, dated December 29, 1970, payable $666,666
annually through 1985
Capitalized lease obligations
5½% Promissory Notes, dated April 15, 1968, payable
$140,000 annually through 1978
7% Promissory Notes, dated December 11, 1973, payable
$37,500 annually through 1983
Other
Total

1978

$17,440,000

8,226,669

$12,000,000

_
965,548

_
206,250
28,577
$26,867,044

5,666,669
240,970
140,000
243,750
60,666
$18,352,055

The proceeds from the sale of the Senior Notes dated December 16, 1977 were applied to retire
the 9½% Senior Notes dated July 10, 1974 and the 10¼% Senior Notes dated December 29, 1970. The
remaining $8,000,000 of new funds were applied to reduce short-term bank debt. The financial state
ments reflect the issuance of the December 16, 1977 notes, the reduction of long-term debt, and the
reduction of short-term debt outstanding at October 29, 1977.
Under restrictive provisions of the agreements for the 9.20% and 9.35% Senior Notes, $3,000,000
of retained earnings at October 29, 1977 was available for declaration and payment of cash dividends
and for payment for purchase, acquisition, redemption or other retirement of capital stock and certain
defined investments.
••••

RAMADA INNS, INC.
Notes to Financial Statements
Note 4: Long-Term Debt
• • • •

On June 24, 1977 the Company completed an offer which provided for the exchange of $600
principal amount of its 10% convertible subordinated debentures due July 1, 2000 for each $1,000
principal amount of its 5% convertible subordinated debentures due October 1, 1996 (See Note 10).
Convertible subordinated debentures consisted of (in thousands):

6¼% due 1986, convertible at $15.57 per share
8% due 1995, convertible at $7.16 per share
5% due 1996, convertible at $17.05 per share
10% due 2000, convertible at $7.75 per share

1977
$ 7,936
6,722
10,171
28,847
$53,676

1976
$ 7,936
6.722
58,250
—
$72,908
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Conversion prices are subject to anti-dilution provisions. Sinking fund payments commence in
1980 and 1981.
The Company has complied with restrictions and limitations required under the revolving credit
agreement and the convertible subordinated trust indentures. Under the most restrictive covenant,
the Company is limited as to the payment of cash dividends at December 31, 1977 to $17,477,000.
Note 10: Extraordinary Items
The following extraordinary items are included in the 1977 Consolidated Statement of Income (in
thousands except per share):

Total
Gain on exchange of Debentures, net of
deferred income taxes of $9,946 (Note 4)
Loss on Jamaican resort, net of
deferred income tax benefits of $496

Per Share Assuming
No dilution Full dilution

$8,659

$ .34

$ .28

(1,396)
$7,263

(.05)
$ .29

(.05)
$ .23

ROGERS CORPORATION
Notes to Financial Statements
E —Long-Term Debt
Long-term debt consists of:

8.875% Senior Notes due 1983-1992
6.5% Bank loan due 1978
5%-8.75% Convertible Subordinated Notes due 1978-1992
5.4% Notes due 1978-1980
6.5% Notes due 1978-1983
Mortgages payable at interest rates ranging
from 8% to 9% due in installments to 1996
Other
Less current maturities

1977
$ 4,000,000
2,000,000
1,912,000
386,000
700,000
859,000
595,000
10,452,000
572,000
$ 9,880,000

1976
_
—
2,000,000
638,000
800,000

$

4,993,000
408,000
8,839,000
870,000
$7,969,000

In June, 1977 a $6,000,000 long-term financing arrangement was concluded under which the
Company had borrowed $4,000,000 through December, 1977 with an additional $2,000,000 to be taken
down by May 15, 1978. The funds, with an approximate effective annual interest rate of 9.125%, were
used to repay the outstanding balance of the 10½% mortgage. The Company intends to use the
additional funds available under the agreement to refinance the 6.5% bank loan maturing in May,
1978. These 8.875% Senior Notes are payable in equal annual installments starting in 1983.
• •• •

RUDDICK CORPORATION
Notes to Financial Statements
9. Long-Term Debt
Long-term debt at October 2, 1977 and October 3, 1976 was as follows:
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1977
8.9% Senior note due $1,500,000 annually from June 1, 1979
through June 1, 1992 less unamortized discount
8¼% Senior note due 1976-1987 (retired in 1977)
5½% note due $125,000 annually through November 1, 1979
Industrial revenue bonds, 5.7% to 7.1% due $125,000 annually
through December 1, 1978, then $150,000 annually through
December 1, 1982, $175,000 annually through December 1, 1984,
and $200,000 annually to maturity on December 1, 1992
6⅜ % notes, due $75,000 annually to December, 1981
8¾% mortgage note, due $5,115 monthly, including
interest, to 1988
Other debt, 6% to 9%, due in instalments of varying
amounts to 1979
Total
Less current portion
Total long-term debt

1976

$20,909,000
375,000

$13,750,500
500,000

2,800,000
375,000

2,925,000
450,000

417,713

441,408

89,832
24,966,545
410,228
$24,556,317

196,376
18,263,284
1,605,239
$16,658,045

In 1977 the Company’s 8¼% Senior note held by an insurance company was retired and a new
8.9% Senior note was issued in connection therewith.
• • • •

TESORO PETROLEUM CORPORATION
Notes to Financial Statements
Note G—Notes Payable and Long-Term Debt
At September 30, 1977 and 1976, the Company had outstanding $7,000 and $30,000,000, respec
tively, of short-term notes payable. During fiscal 1977, the Company reduced its short-term debt
primarily by means of the new $230 million loan agreement signed in June, 1977 (see further informa
tion below). During 1977 and 1976, the maximum amount of short-term borrowings outstanding at any
month end was $30,000,000. The approximate average short-term borrowings outstanding in 1977 and
1976 were $18,519,000 and $8,625,000, respectively, with a weighted-average interest rate of 6.41%
and 7.09%, respectively.
• • • •
On September 24, 1975 the Company entered into a loan agreement with nineteen foreign and
domestic banks under which the Company could borrow up to $220,000,000 until January 5, 1976 at
which time the banks would make term loans up to an aggregate of $220,000,000, payable in twentyeight quarterly installments beginning on April 5, 1976. These installments ranged from $6,700,000 to
$6,900,000 each, except that payments of $21,400,000 each were required in July and October of 1976.
In December of 1975 and January of 1976 the Company prepaid $50 million of installments due
between April 5, 1976 and January 5, 1977. The agreement further required that the Company’s
senior debt not exceed the Company’s stockholders’ equity plus subordinated debt. It also included
restrictions relating to certain mergers, consolidations and sales or encumbrances of assets and
required that the Company maintain current assets at not less than 125% of current liabilities. The
Company informally agreed with the domestic banks to maintain average daily bank balances of
$8,000,000 on deposit with them during the term of the loan. By utilizing the estimated delays in
presentment of checks, the compensating balances required under this agreement were adequate
throughout the period of the loan. The agreement also contained restrictions relating to the Com
pany’s interest in Corco which, except with the consent of the banks or under certain specified
circumstances, prohibited the Company from merging or consolidating with Corco, disposing of its
investment in Corco or assuming or offering a guarantee of any liabilities of Corco and limited future
investments in or advances to Corco. Of the total amount available, $220,000,000 had been borrowed
at September 30, 1976, of which $202,000,000 was used to retire existing long-term debt.
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On June 30, 1977 the Company entered into a loan agreement with eighteen foreign and domestic
banks under which the Company could borrow up to $230,000,000 until July 5, 1977, at which time the
banks would make term loans up to an aggregate of $230,000,000 payable in thirty-three quarterly
installments beginning on July 5, 1977 of $6,600,000 each with a final payment of $12,200,000 due on
October 5, 1985. The agreement further requires that the net proceeds of any new debt with an
average life of seven or more years or equity offerings be applied to prepayments under this agree
ment. Of the total amount available, $229,847,000 had been borrowed at September 30, 1977, of which
$185,500,000 was used to retire existing debt; including all amounts borrowed under the September
24, 1975 agreement, and the balance of $44,347,000 was added to working capital.
The above loan agreement includes restrictions relating to certain mergers, acquisitions, invest
ments, sales or encumbrances of assets, leases, indebtedness, and requires the Company to maintain
current assets at not less than 125% of current liabilities. Because of insufficient cash flow from
operations, as defined, the Company is restricted from paying dividends on common and preferred
stock; however, appropriate waivers have been obtained to permit payment of preferred dividends
through September 30, 1978. The loan agreement further requires a minimum specified amount of net
worth, as defined, for which the Company has obtained appropriate waivers of compliance. The
agreement also contains restrictions relating to the Company’s interest in Corco which prohibit the
Company from merging or consolidating with Corco, disposing of its investment in Corco, assuming or
offering a guarantee of any liabilities of Corco and limits future investments in or advances to Corco
(except with the consent of the banks or under certain specified circumstances). The Company has also
informally agreed with the domestic banks to maintain average daily bank balances of approximately
$8,800,000 on deposit with them during the term of the loan. By utilizing the estimated delays in
presentment of checks, the compensating balances required under the agreement were adequate
throughout the period of the loan.
• • • •

UAL INC.
Notes to Financial Statements
Net Earnings
A debenture exchange that was concluded in the fourth quarter of 1977 resulted in an extraordi
nary gain of $45,345,000 ($1.82 per share). The gain represents the difference between the principal
amount of the new debentures issued (same as fair value at date of issuance) and the principal amount
of the old debentures tendered, after write-off of unamortized debt expense on the debentures ten
dered and a $1,889,000 provision for deferred state income tax. The Federal income tax provision
(deferred) on the gain was zero, after applying $21,765,000 of investment tax credits thereto.
• • • •

Long-Term Debt
• • • •

The 8% convertible debentures were issued in exchange for $70,030,000 of 5% convertible deben
tures (at a rate of $742 per $1,000 principal amount) and $83,729,000 of 4¼% convertible debentures
(at a rate of $644 per $1,000 principal amount) in connection with the exchange offer.
• • • •

WISCONSIN GAS COMPANY
Notes to Financial Statements
(2) Capitalization Matters
• • • •

Sale of First Mortgage Bonds:
On February 15, 1977, the Company sold $12,000,000 of First Mortgage Bonds, 8⅜% Series due
1992. The net proceeds from the sale of these bonds together with other funds were used to redeem all
outstanding 10¾% Debentures due 1990. Pursuant to a method of accounting prescribed by the
PSCW, the redemption premium and expenses ($533,000 net of income tax benefits) related to the
redeemed Debentures were deferred and are being amortized to interest expense over a period of
approximately five years. Such amortization is equivalent to the annual reduction in interest expense
attributable to the redemption of the 10¾% Debentures and the sale of the 8⅜% Series bonds.
Further, the amount of $572,000 equivalent to the total income tax reduction resulting from the
deduction of these redemption costs has been charged to other interest in 1977.
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TRANSFER OF RECEIVABLE
MASSMUTUAL MORTGAGE AND REALTY INVESTORS
Notes to Financial Statements
13. Transactions with Adviser
• • • •

On April 30, 1976, the Trust and Massachusetts Mutual Life Insurance Company entered into an
Exchange Agreement whereby the Insurance Company would exchange $4,000,000 face amount of the
Trust’s outstanding 6¼% Debentures due 1991 and $2,000,000 face amount of the Trust’s 6¾% Deben
tures due 1987 for the Trust’s 40% participation in a $15,000,000 second mortgage loan on the Chrysler
Building in New York City.
The debentures so purchased by the Insurance Company were to be delivered to the Trust for
retirement. At October 31, 1976, the Insurance Company had purchased and delivered for retirement
$2,000,000 of the 6¾% Debentures due 1987 and $2,018,000 of the 614% Debentures due 1991. At
October 31, 1977, all of such debentures had been purchased and delivered for retirement. The
Exchange Agreement had the effect of reducing the amount of outstanding debentures by $6,000,000,
reducing the Trust’s mortgage loans by $5,994,211 and eliminating interest expense ($385,000 per
year) from April 30, 1976 on the debentures to be exchanged.
The realized loss on recording the exchange of the second mortgage loan at fair market value was
approximately offset by the gains on the exchange and early extinguishment of debt.
SECURITY MORTGAGE INVESTORS
Notes to Financial Statements
4. Settlement with NAAC
On December 13, 1976, SMI consummated a settlement of its pending litigation with the NAAC
trustee. The anticipated loss on the settlement was recorded on September 30, 1976. Because of
timing differences, SMI recorded an extraordinary gain of $785,757 on the settlement in its 1977 year
which, in effect, served to reduce the 1976 loss.
On August 31, 1977, a cash settlement of $8,630,000 was received on a $9,130,000 receivable from
the trustees of Omega-Alpha, Inc. which SMI had received in the NAAC settlement. The loss was
provided for in fiscal 1976.
7. Long-Term Debt
The 7¼% and the 6% debentures may be tendered at par value to exercise warrants (see Note 8)
and the effective interest cost is 8.6% and 9.5%, respectively.
The 7¼% debentures are redeemable at 101.5% of face value, decreasing to 100% in 1980. The 6%
debentures are redeemable any time at par. The 5⅞% convertible debentures are redeemable at
103.5% of face value, decreasing to 100% at maturity and are convertible into shares at a price of
$12.00 per share. Redemptions are at SMI’s option.
Liens on real estate consist of mortgages and a note payable which bear interest at rates ranging
from 6% to 10% and have maturities ranging from 1 to 24 years.
Mandatory sinking fund and principal payments are as follows:
Year
Ended
Sept. 30
1978
1979
1980
1981
1982
after
1982

6%
—
—
2,444,000
2,850,000

5⅞%
$ 67,000
67,000
111,000
111,000
111,000

Liens
$ 518,602
211,193
24,000
25,000
26,000

—
$5,294,000

215,000
$682,000

3,241,553
$4,046,348

714%
$

6,498,500
9,998,800
12,498,500
14,998,000

—
$43,993,800

$

During the year ended September 30, 1977, $11,806,000 of 6% debentures were received in
connection with the NAAC settlement. In addition, $6,000,000 of 7¼% debentures were received in
exchange for a $7,500,000 partially accruing mortgage loan which resulted in a gain on retirement of
debt of $819,210. All of the debentures received were used to satisfy sinking fund payments.
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SINKING FUND RETIREMENTS
THE AMERICAN DISTILLING COMPANY
Notes to Financial Statements
Note 3—Debt
• • • •

The indenture covering the 4⅜% subordinated debentures provides that a sinking fund payment
of $356,000 be made in each year through 1985.
During fiscal 1977, in accordance with its elective rights under the indenture, the Company
purchased $202,000 face amount of debentures (realizing a gain of $68,000). During fiscal 1976, the
Company purchased $83,000 face amount of debentures (realizing a gain of $36,000). It is the Com
pany’s policy to utilize the debentures in treasury to satisfy sinking fund requirements.
BLACK HILLS POWER AND LIGHT COMPANY
Notes to Financial Statements
(4) Long-term Debt—Bonds and Notes
Long-term debt outstanding on bonds and notes at October 31, 1977 and 1976, less sinking fund
payments and maturities due within one year, consisted of the following:
First mortgage bonds on utility plant:
Series

Interest

Maturity

D
E
F
G
H
I
J
K
L
M
N
O
P

3⅝%
3¼%
4⅛%
4¼%
5¼%
5⅛%
5¾%
5⅝%
5⅜%
5%
4¾%
8.05%
10.75%
11.25%
6⅝%
6⅝%
6⅝%
6⅝%
6.85%
6.85%

January 1979
March 1980
March 1982
July 1986
May 1987
May 1989
April 1990
August 1990
June 1991
October 1992
May 1993
June 1999
August 2004
July 1985
April 2007
April 2007
April 2007
April 2007
June 2007
June 2007

Q
*R
*S
*T

*U
*v
*w

10% note payable by coal mining
subsidiary, due in quarterly
installments of $107,000
(interest only) through February 1979
and $220,000 (principal and interest)
through May 1986
Other
Less amounts held by trustee on series
W first mortgage bonds
Unamortized discount, net
Less sinking fund payments and
maturities due within one year

1977
(thousands of dollars)
$ 1,298
$ 1,290
860
855
875
880
900
905
674
678
910
915
920
915
915
920
925
920
920
925
929
934
4,975
4,975
6,000
5,940
2,768
2,768
—
5,850
2,050
—
—
1,000
1,000
—
—
1,550
2,850
—
38,086
23,903

4,400
419
(324)
(31)
42,550
89
$42,461

4,400
451
—

(33)
28,721
89
$28,632

*Represents pollution control and industrial development revenue bonds which are collateralized with
first mortgage bonds.
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For the five subsequent fiscal years, the aggregate annual scheduled maturities and sinking fund
requirements on long-term debt for bonds and notes outstanding at October 31, 1977 are as follows:
1978, $89,050; 1979, $1,474,937; 1980, $1,529,393; 1981, $733,169; and 1982, $1,637,008.
• • • •
CHELSEA INDUSTRIES, INC.
Notes to Financial Statements
Long-Term Debt
• • • •
The provisions of the Company’s 5¼% convertible subordinated debentures due in 1993 permit
the Company to meet required sinking fund payments by application of reacquired debt instruments
at face value. The Company intends to utilize debt instruments reacquired during 1974 to meet its
sinking fund requirements through at least 1982.
• • • •
CHOCK FULL O’NUTS CORPORATION
Notes to Financial Statements
(4) Long-Term and Other Debt
• • • •
(d) 4½ % Convertible Subordinated Debentures
At July 31, 1977 and 1976 debentures outstanding amounted to $2,723,600 and $3,005,300, respec
tively. The debentures are convertible at their principal amount into common stock at $21.75 per
share; 125,223 shares of common stock (138,174 in 1976) have been reserved for such conversions. The
terms of the indenture provide for a sinking fund to annually retire $311,000 of principal amount of
debentures outstanding. Debentures repurchased will be applied to the amount due in the year ending
July 31, 1978; accordingly, only $230,225 of the debentures is included in current instalments of long
term debt at July 31, 1977 (1976, $200,925). During fiscal 1977 and 1976, gains resulting from repur
chasing the debentures amounting to $78,676 and $130,627, respectively, have been included in the
accompanying Consolidated Statements of Operations in “Other income (expense) net.”
• • • •

FLORIDA POWER CORPORATION
Notes to Financial Statements
(2) Sinking Fund Requirements
The annual sinking fund requirement relating to the first mortgage bonds at December 31, 1977 is
$10,050,000 of which $4,987,500 must be satisfied in cash or an equal principal amount of bonds and the
balance may be satisfied with bondable additions. At December 31, 1977 the Company had reacquired
$5,311,000 principal amount of bonds. This amount will be used to satisfy the 1978 sinking fund
requirement and the remainder will be used for future sinking fund requirements. The balance of the
1978 sinking fund requirement will be met with bondable additions.
• • • •
GLOBE-UNION INC.
Notes to Financial Statements
Long-Term Debt
• • • •
Notes:
A.

The sinking fund debentures were issued in 1972 and mature in 1997. The sinking fund
provides for the redemption of not less than $1,000,000 nor more than $2,000,000 of the
principal amount of the debentures at any time at premiums declining annually from 5.89%
in 1977, provided that prior to 1982 such redemption is not a part of, nor in anticipation of,
any refunding operation involving the incurring of any indebtedness having an annual
interest cost of less than 7.85%. Company purchases of outstanding debentures totaling
$700,000 principal amount in 1977 and $1,340,000 in 1976 were made to satisfy future sinking
fund requirements. The aggregate purchase amounts, excluding accrued interest, were
$673,000 for 1977 and $1,245,000 in 1976. The resultant gains are reflected in income as a
reduction of interest expense in the respective years.
• • • •
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D.

The indenture covering the sinking fund debentures and the note agreement covering the
senior notes contain, among other things, minimum working capital requirements and re
strictions with regard to additional indebtedness and to the payment of cash dividends on
any capital stock of the Company and certain other types of payments and investments.
Under the most restrictive provisions relating to the latter restriction, approximately
$13,000,000 was available for such payments at September 30, 1977.
During the next five years, long-term debt at September 30, 1977 matures as follows:
1978

1979

$2,372

2,268

1980
(Thousands)
3,094

1981

1982

3,214

3,203

There are no amounts of long-term indebtedness in sinking fund or other special funds and no
amounts are held by affiliates.
HART SCHAFFNER & MARX
Notes to Financial Statements
Long Term Debt
• • • •

Annual retirements of $1,750,000 of the 8½
%sinking fund debentures are required commencing
February 15, 1978. In 1976, the Company purchased $2,300,000 principal amount of the debentures
which may be applied toward the sinking fund requirement.
• • • •

Under the most restrictive provisions of the Company’s borrowing agreements, the Company
may incur total funded debt up to approximately the amount of shareholders’ equity, and at November
30, 1977 senior funded debt was limited to approximately $168 million. In addition, at November 30,
1977 consolidated wo rking capital was $189 million compared to $93 million required to be maintained
by the Company. Consolidated retained earnings of $26,800,000 at November 30, 1977 plus 80% of
earnings thereafter are available for the payment of future cash dividends.
HOOVER BALL AND BEARING COMPANY
Notes to Financial Statements
Note E —Long-Term Debt
The debentures are required to be redeemed through a sinking fund in the minimum principal
amount of $1,250,000 per year and mature on April 1, 1996. As of July 31, 1977, the Company held
$1,255,000 of these debentures (classified as a reduction of long-term debt in the consolidated balance
sheet) which are expected to be used to satisfy future sinking-fund payments. The bond indenture
imposes certain restrictions on cash dividends and purchases of capital stock. As of July 31, 1977,
consolidated retained earnings of approximately $65,000,000 were free of restriction.
• • • •

JIM WALTER CORPORATION
Notes to Financial Statements
Note 4—Debt
• • • •

Long-term debt consists of:
August 31,
1977
1976
(in thousands)
Notes payable:
Jim Walter Corporation:
7⅞% Sinking Fund Debentures due 1997 ..................
9½% notes payable due 1985 ......................................
9½% Sinking Fund Debentures due 1996 ..................
8½% notes payable due 1984 ......................................
10-10¼% Senior Serial Notes due 1978-1982 .............
10½% Senior Sinking Fund Notes due 1987 .............
6.4%-6.5% Industrial Revenue and Pollution Control
Bonds due 1997—2002 ..............................................
Consolidated subsidiaries ................................................
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$ 47,500
35,000
125,000
150,000
20,000
80,000
3,050
2,892
463,442

$ 50,000
30,000
125,000
—

20,000
80,000
—

5,230
310,230

Subordinated debt:
Jim Walter Corporation:
5¾% Senior Subordinated Notes due 1980 .....................................
6½% Senior Subordinated Notes due 1983 .....................................
5⅞% First Subordinated Debentures due 1981 .............................
8% Subordinated Debentures due 1998 ...........................................
5¾% Convertible Subordinated Debentures due 1991 ..................
8% Second Founders Bonds due 1986 ..............................................
9% Third Founders Bonds due 2001 ................................................
Total long-term debt ......................................................................
Less—current maturities ..............................................................
Long-term debt maturing after one year ...................................

6,175
4,820
6,321
16,282
34,997
519
7,636
76,750
540,192
19,097
$521,095

9,250
5,780
6,870
16,282
34,997
519
7,771
81,469
391,699
11,853
$379,846

The 7⅞% Sinking Fund Debentures require annual sinking fund payments of $2,500,000 com
mencing in 1978 ($2,500,000 of such debentures reacquired for the 1978 sinking fund payment have
been eliminated in the tabulation above). The 9½% notes payable are part of a $40,000,000 loan
agreement reached during 1975 with seven Japanese companies. There is an additional takedown on
the loan of $5,000,000 in 1978. The notes are to be repaid in twelve equal semi-annual instalments
commencing July 31, 1979. The 9½% Sinking Fund Debentures require annual sinking fund payments
of $8,250,000 commencing in 1982. The 814% notes payable were issued during 1977 and require six
semi-annual sinking fund payments of $25,000,000 commencing in November 1981. The 10—10¼%
Senior Serial Notes are payable: $6,750,000 in 1978; $1,300,000 in 1979; $9,350,000 in 1980; $1,500,000
in 1981 and $1,100,000 in 1982. The 10½% Senior Sinking Fund Notes require annual sinking fund
payments of $8,000,000 in 1981 through 1984 and $16,000,000 in 1985 through 1987. The 6.4%—6.5%
Industrial Revenue and Pollution Control Bonds require sinking fund payments of various amounts
beginning in 1993.
The 5¾% and 6½% Senior Subordinated Notes require annual prepayments of $3,075,000 and
$960,000, respectively. The 5⅞% First Subordinated Debentures require annual sinking fund pay
ments of $1,000,000; $194,000 of such debentures reacquired for the 1978 sinking fund payment have
been eliminated in the tabulation above. The 8% Subordinated Debentures require annual sinking
fund payments of $814,000 commencing in 1983. The 5¾% Convertible Subordinated Debentures are
convertible into 833,279 shares of common stock at any time prior to redemption at the rate of 23.81
shares per $1,000 principal amount, or approximately $42.00 per share (Note 6). During 1976 $1,000
of such debentures were converted into 23 shares of common stock. Annual sinking fund payments of
$1,750,000 are required commencing in 1981. The 8% and 9% Founders Bonds are not subject to
redemption until the entire amount of bonds issued has been reduced to less than $65,000 and
$1,778,285, respectively. However, the Company is obligated to repurchase annually at a price not
exceeding face value, any 9% Founders Bonds tendered or otherwise available up to a maximum
amount equal to 10% of consolidated net income for the preceding fiscal year in excess of $500,000;
$135,000 were repurchased during fiscal 1977 under this provision. A sinking fund of $7,048,000 was
set aside for calendar 1977 purchases and $7,636,000 will be set aside for calendar 1978 purchases
based on 1977 net income. The subordinated debt is subordinate to other borrowings from financial
and banking institutions and to securities specifically designated as senior thereto.
••••

MIDLAND-ROSS CORPORATION
Notes to Financial Statements
Note C—Credit Arrangements and Borrowings
• • • •

The indenture for the Sinking Fund Debentures requires annual redemptions of $1,250,000
through 1992, which were satisfied in 1977 and 1976 with Debentures held in Treasury. The company
has sufficient Debentures in Treasury to satisfy Sinking Fund requirements through 1983. The 8%
Promissory Notes resulting from a 1973 loan agreement are due in annual installments of $2,500,000
commencing June 1, 1980. The 7½% and 8% Notes Payable from the purchase of Grimes Manufactur
ing Company are due in various installments over a 10-year period commencing August 1 , 1978. Other
long-term liabilities are payable in installments with varying maturities through 1993.
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OSCAR MAYER & CO., INC.
Notes to Financial Statements
Debt
The 7.85% debentures aggregating $33,528,000 at October 29, 1977, which require annual sinking
fund payments of $2,000,000, have been reduced by purchases on the open market of sufficient
amounts to meet current sinking fund requirements. At the company’s option, debentures can be
redeemed at 105.45% of the principal amount prior to January 15, 1978, and at decreasing prices
thereafter, except that until January 15, 1981, no debentures may be redeemed from new borrowings
at an annual interest rate of less than 7.85%.
The indenture contains various restrictions and limitations, including restrictions on dividend
payments and additional indebtedness. Under these restrictions, accumulated earnings available for
dividends at October 29, 1977, were $164,000,000 and total debt was approximately $203,000,000
under the allowable amounts.
• • • •
OUTBOARD MARINE CORPORATION
Notes to Financial Statements
(8) Long-Term Debt and Restriction of Accumulated Earnings
• • • •
The loan agreements covering the 7¾% sinking fund debentures and the 9⅞% and 5% notes
contain, among other things, requirements for the maintenance of working capital or working capital
ratios and restrictions on the payment of dividends, redemption or retirement of shares of common
stock and the issuance of additional funded indebtedness. Consolidated accumulated earnings of
$178,904,000 was restricted as of September 30, 1977.
Maturities and sinking fund requirements of long-term debt for each of the next five years are as
follows:
1978
1979
1980
1981
1982

................................................................................................$2,217,000*
............................................................................................... 2,838,000
............................................................................................... 2,845,000
............................................................................................... 2,850,000
............................................................................................... 6,254,000

*The Company has repurchased $613,000 of its 7¾% fund debentures which will be used to meet
sinking fund requirements for 1978. Amounts repurchased have been recorded as a reduction of
outstanding debt.
SEISCOM DELTA INC.
Notes to Financial Statements
C. Long-Term Debt and Notes Payable to Bank
• • • •

The trust indenture covering the 6½% subordinated debentures requires annual sinking fund
payments on each December 1 of $80,000 through 1986. Such payments may be made in cash or
debentures. Sufficient debentures were held by the Company at September 30, 1977 and 1976 to
satisfy the sinking fund payment due on the following December 1, and accordingly, no debentures are
reflected as current obligations.
• • • •

A. E. STALEY MANUFACTURING COMPANY
Notes to Financial Statements
Long-Term Debt
• • • •
The 8⅞% sinking fund debentures are due in 2001, and the indenture provides for annual
repayments of $4,250,000 commencing in 1987. The 814% sinking fund debentures are due in 1995,
and the indenture provides for annual repayments of $1,125,000. Debentures covering the repayment
due in fiscal 1978 have been partially repurchased by the Company.
• • • •

26

TELEDYNE INC.
N o te s to F in a n c ia l S ta te m e n ts

(4) Long-Term Debt
• • • •
Long-term debt is payable $5,192,000 in 1978, $20,695,000 in 1979, $24,871,000 in 1980,
$24,770,000 in 1981 and $43,269,000 in 1982, after reduction for long-term debt repurchased to meet
sinking fund requirements. Interest expense was $29,954,000 in 1977 and $31,260,000 in 1976, of which
$12,964,000 in 1977 and $12,504,000 in 1976 was allocated to unconsolidated subsidiaries.
In order to meet current and future sinking fund requirements, the Company repurchased
$4,726,000 and $18,389,000 face amount of its long-term debt in 1977 and 1976, respectively. In
addition, in 1976, the Company redeemed its 3½% subordinated debentures. The resulting losses were
included in the results of operations in selling and administrative expenses. These transactions re
sulted in a decrease in net income of $500,000, or $0.04 per share ($0.04 fully diluted), in 1977 and
$1,181,000, or $0.09 per share ($0.09 fully diluted), in 1976. The Company has called for redemption on
April 1, 1978 its 7¼% Bonds payable in German Marks. The bonds will be redeemed at $1,020, plus
accrued interest, per bond.
Under various borrowing agreements, the Company has agreed to maintain minimum amounts of
working capital and net worth, and has agreed to certain restrictions with respect to borrowing,
purchase and sale of assets and capital stock and payment of dividends. At December 31, 1977, these
agreements were complied with, and retained earnings of $289,507,000 were not restricted by these
agreements as to payment of dividends.

TEXAS INSTRUMENTS INCORPORATED
Notes to Financial Statements
Long-Term Debt
Thousands of Dollars
1977
1976
Domestic borrowing:
4.80% sinking fund debentures due 1990; sinking fund
payments of $1,714,000 due in 1986
and $2,500,000 annually thereafter......................................................
International borrowing:
7% Deutschemark note...........................................................................
7.75% Swiss franc note...........................................................................
Other notes..............................................................................................
Less amounts due within one year..........................................................

$11,714

$12,388

17,885
7,923
2,565
40,087
10,416
$29,671

23,849
7,361
3,779
47,377
9,208
$38,169

Debentures in the principal amounts of $674,000 and $12,000 were repurchased in 1977 and 1976,
respectively, and have been applied as a reduction of long-term debt.

TEXAS OIL & GAS CORP.
Notes to Financial Statements
Note B—Long-Term Debt:
• • • •
Sinking fund requirements for the First Mortgage Bonds for the next five years are: 1978—
$993,000; 1979-$5,849,000; 1980—$8,225,000; 1981—$11,525,000; and 1982—$11,525,000. At August
31, 1977, the Company had submitted $2,758,000 of reacquired Series A and C Bonds to the Trustee
for future sinking fund requirements. The amount of bonds submitted to the Trustee has been shown
as a reduction in long-term debt.
• • • •
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WEAN UNITED INC.
Notes to Financial Statements
Credit Agreement and Long-Term Debt
••••

The Debentures are convertible into shares of Wean Common Stock at the rate of one share of
Common Stock for each $24 principal amount of Debentures, with antidilution provisions. The effec
tive interest rate on the Debentures, after considering the amortization of original issue discount, is
6.5%. Commencing March 1, 1978, and each year thereafter through March 1, 1993, Wean is required
annually to make payments in cash or reacquired Debentures into a sinking fund in an amount equal to
6⅔% of the aggregate principal amount of Debentures outstanding at December 1, 1977, or the then
outstanding principal amount of Debentures, whichever is less.
During the year ended December 31, 1977, Wean repurchased on the open market $2,684,000
($2,482,000 net of unamortized bond discount) of Debentures resulting in a gain of $797,000. The gain
is included in Investment income in the accompanying financial statements. At December 31, 1977,
Debenture acquisitions are sufficient to satisfy sinking fund requirements for 1978 and a part of 1979.
• • • •

NON-SINKING FUND PREPAYMENTS
AYDIN CORPORATION
Notes to Financial Statements
5. Long-Term Debt:
9 9 9 9

At December 31, 1976, the subordinated promissory notes were payable $403,000 in 1977 and
$613,000 in quarterly installments of $43,750 through 1981. During 1977, the company paid $268,000 of
the current maturities and the $613,000 due in subsequent years. The terms for $135,000 of the 1977
maturities were revised whereby such amount is payable on July 31, 1979, with interest payable
quarterly at ¼% over the prime rate. At December 31, 1977, the rate in effect was 8%.
• • • •

BANGOR PUNTA CORPORATION
Notes to Financial Statements
7/Long-term Debt
9 9 9 9

5¾% Subordinated Bonds
The 5¾% bonds are secured by the pledge of the common stock of PCOC, whose net assets were
$37,207,000 at September 30, 1977. The bonds are entitled to a $175,000 annual purchase fund through
November 15, 1977 and, thereafter, to an annual sinking fund of $780,000 which may be reduced to no
less than $175,000 by limited application of bonds acquired. The Company expects that the 1978 to
1980 sinking fund payments will be no more than $175,000 per year. At the option of the Company, the
bonds are redeemable subject to certain restrictions.
BAZA’R, INC.
Notes to Financial Statements
Note J —5½% Convertible Subordinated Debentures:
The 5½% Convertible Subordinated Debentures must be redeemed by making annual payments
of $200,000 on February 1 of each year to 1980 and $500,000 on February 1, 1981. The Company may
reduce the required payments by the amount of debentures converted to common stock prior to the
annual payment date. As of July 30, 1977, total debentures converted amounted to $927,000. As a
result, redemption of up to $173,000 will be required on February 1, 1978 if outstanding debentures in
that amount are not converted prior to that date. The debentures provide for conversion prior to
maturity into common stock at $17.75 per share. The debentures are subordinated to all existing and
future debt, require the maintenance of a stated working capital ratio and certain other covenants and
restrict payment of dividends until retained earnings are at least $1,497,000.
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THE CECO CORPORATION
Notes to Financial Statements
6. Long-term Debt:
• • • •

The Industrial Development Revenue Bonds, Series 1973, bear interest at primarily 6½ percent
per annum and mature serially in progressive annual amounts ranging from $100,000 in 1982 to
$600,000 in 1993. The bond issue is secured by a mortgage indenture on property, plant and equipment
in Milan, Tennessee.
As a result of the decision to discontinue operations at the Southern Electric division (see Note
10), $1,000,000 of the Industrial Revenue Bonds, Series 1976 (which bear interest at primarily 8⅛
percent per annum) become payable in 1978 and accordingly have been included in the current portion
of long-term debt. The remainder of the Series 1976 bonds mature serially in progressive annual
amounts ranging from $60,000 in 1987 to $115,000 in 1996. The bond issues are secured by mortgage
indentures on equipment located in Birmingham, Alabama, and Lemont, Illinois.

••••
DAYCO CORPORATION
Notes to Financial Statements
Note B—Long-Term Debt
• • • •

The 6¼% convertible senior subordinated debentures are to be retired by sinking fund payments
of $1,000,000 on March 31, 1982 through March 31, 1988, and $1,600,000 on March 31, 1989 through
March 31, 1995; the balance is due at maturity on April 1, 1996. The debentures are redeemable at the
option of the Corporation anytime at par plus a reducing premium. Any such redemptions may be
applied against the sinking fund payments. Redemptions amounted to $1,013,000 at October 31, 1977;
accordingly, the first sinking fund payment will not be due until 1983.
The 4.65% convertible subordinated notes are due in annual installments of $450,000 from August
1, 1979 through August 1, 1985, and $1,200,000 from August 1, 1986 through August 1, 1991. The
balance is due August 1, 1992. Amounts due under this payment schedule may be reduced by any early
redemptions or conversions. At October 31, 1977 such early conversions and redemptions amounted
to $2,978,000; accordingly, no additional installments are due until 1985.
• • • •

FREEPORT INDONESIA INCORPORATED
SUBSIDIARY OF FREEPORT MINERALS COMPANY
Notes to Financial Statements
3. Long-term Debt
• • • •

During 1977, the Company prepaid the June and September 1981 debt installments which aggre
gated $8,572,000. In connection with debt prepayments in 1977 and 1976, the Company paid prepay
ment premiums of $327,000 and $655,000 which were charged to Interest and Other Financial Ex
penses for the respective years.
• • • •

HICKORY FURNITURE COMPANY
Notes to Financial Statements
3. Long-Term Debt:
• • • •

The 6% notes were originally payable in annual installments of $13,830 through July 1981, plus
interest. The Company, as defendant in a lawsuit filed by the holders of the 6% notes payable, settled
the lawsuit and paid such notes in August 1977. Such settlement had no material effect upon the
companies’ financial position or results of operations. The 12% subordinated note is payable in semi
annual installments of $25,000 through November 1983, with a final payment of $40,000 in May 1984.
Interest on this note is due in quarterly installments. The 12% subordinated, convertible note is due in
May 1985, with interest being payable in quarterly installments. This note is convertible into shares of
the Company’s common stock at the rate of $4.09 per share. A total of 33,000 shares are reserved for
this purpose. Such notes are subordinate to all bank debt.
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Terms of the note agreements provide, among other things, for (1) certain restrictions on the
payment of cash dividends and the acquisition of treasury stock, and (2) the maintenance of minimum
working capital and net worth levels. Under the most restrictive terms of those agreements, approx
imately $1,406,000 of consolidated retained earnings at July 31, 1977 was available for the payment of
cash dividends and the acquisition of treasury stock. The note agreement for the 12% subordinated
notes provides that any new debt secured by means of a lien on the companies’ assets will be secured
equally and ratably with the subordinated notes.
MORTGAGE TRUST OF AMERICA
Notes to Financial Statements
Note B—Compensating Balances and Notes Payable To Banks
At November 30, 1977 the Trust had unsecured lines of credit with banks aggregating
$65,700,000 of which $23,300,000 was unused. Lines of credit require, in most cases, compensating
balances of 10% of such lines plus 10% of actual borrowings. Cash balances aggregating $10,330,000 in
1977 and $14,366,000 in 1976, comprised of noninterest-bearing time certificates ($3,500,000 in 1977
and $4,245,000 in 1976) and demand deposits, are deposited with banking institutions as unrestricted
compensating balances. The terms of these lines of credit are reviewed periodically and, although not
legal commitments, are traditionally honored by banking institutions. In connection with a term loan
agreement with six banks, the Trust has informally agreed with its short-term credit line banks to
make reductions in its short-term borrowings so that the proportion the average amounts outstanding
on each short-term loan bear to each bank’s original line of credit is equivalent to the amounts
outstanding under the term loan in proportion to the original $20,000,000 commitment.
In connection with the term loan agreement, the Trust has outstanding notes payable to these
banks aggregating $11,168,000 at November 30, 1977 which are due June 1, 1978. The Trust is
presently negotiating to revise its credit arrangements with all lending banks. The existing loan
agreement provides, among other things, restrictions as to the amount and type of debt which may be
issued and the amount and type of certain investments and commitments which may be made. The
agreement also provides that the Trust will make additional principal payments which may be neces
sary so that the proportion that the outstanding balance of this term loan bears to $20,000,000 does not
exceed the proportion that the outstanding short-term notes bear to the $91,500,000 in original lines of
credit. On December 1, 1977, the Trust made a principal payment of $1,384,000 which reduced the
term loan balance to $9,784,000. The notes bear interest at a rate equal to 125% of a quarter percent in
excess of the prime rate, payable monthly. Interest expense on these notes aggregated $1,060,000 in
1977 and $1,317,000 in 1976.
NATIONAL WESTERN LIFE INSURANCE COMPANY
Notes to Financial Statements
(3) Transactions with Controlling Stockholder and Affiliates
• • • •

(c) Other Transactions—As consideration for a reinsurance agreement dated November 11, 1975
the Company issued to First National Corporation two series of surplus debentures aggregating
$3,000,000 consisting of two 7%, Series A debentures of $750,000 each and ten 7%, Series B deben
tures of $150,000 each. In 1977, the Company and First National Corporation modified the debenture
agreements whereby approximately $1,000,000 of the debenture balance was prepaid and the remain
der, $1,580,000 became payable on demand (see note 4). In consideration for this agreement, the
Company received a $175,000 discount on the face value of the debentures. As additional considera
tion, First National Corporation guaranteed the Company $188,059 on the sale of 188,059 shares of
First National Corporation common stock owned by the Company.
REPUBLIC NEW YORK CORPORATION
Notes to Financial Statements
7. Long Term Debt
• • • •

The Convertible Notes are convertible into common stock of the Corporation at $39 per share. At
December 31, 1977, 320,256 authorized and unissued shares were reserved for conversion of these
notes. The Corporation and the Bank are jointly and severally liable for these obligations with the
Corporation having primary responsibility for the payment of principal and interest thereon and for
effecting conversion of the Convertible Notes into common stock of the Corporation. The Convertible
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Notes are redeemable, at the option of the Corporation through March 14, 1978, at an initial price of
104.031% which declines annually to par at March 15, 1992. The Indenture requires the Corporation to
make sinking fund payments annually sufficient to redeem not less than $750,000 nor more than
$1,500,000 principal amounts of the Convertible Notes beginning in 1982.
During 1977 and 1976, the Corporation repurchased Convertible Notes with an aggregate face
value of $114,000 and $183,000, respectively. The difference, which is not material, between the
reacquisition price and the net carrying amount of the extinguished debt is included in other income.
The 8¾% Note, which was purchased by the Federal Deposit Insurance Corporation was issued
in conjunction with the acquisition of RNYC Securities Limited (formerly known as American Swiss
Credit Co. Ltd.) by the Corporation on March 31, 1975, was pre-paid on December 16, 1976 and
January 4, 1977 in the amounts of $12,500,000 and $7,500,000, respectively.
• • • •

SOUTHERN INDUSTRIES CORPORATION
Notes to Financial Statements
7. Discontinued Operations and Extraordinary Item, Net of Income Taxes
Discontinued operations and the extraordinary item are net of income taxes and consist of:
1977

Discontinued operations:
Loss from discontinued operations
Loss on disposal of discontinued
operations
Loss on settlement of litigation
Extraordinary item
Loss on discontinued operations and
extraordinary item, net of
income taxes

1976

Amount

Per
Common
Share
And
Common
Equivalent
Share

Amount

Per
Common
Share
And
Common
Equivalent
Share

$ 836,963

$ .58

$181,574

$.13

2,310,547
2,172,629
443,000

1.62
1.52
.31

—
—
—

—
—
—

$5,763,139

$4.03

$181,574

$.13

• • • •

The extraordinary item of $443,000, which is net of income taxes of $408,000, resulted from
retirement of prior debt. The extraordinary item consists of a repayment penalty for retiring the 9%
First Mortgage and Fleet Preferred Mortgage Notes, unamortized loan costs from original issuance of
that debt and a gain from prepayment of another obligation.
Income taxes have been allocated to the various components of discontinued operations and the
extraordinary item at statutory rates adjusted for investment tax credits applicable to the operations.
XEROX CORPORATION
Notes to Financial Statements
Long-Term Debt
• • • •

(e) The 6% convertible subordinated debentures are convertible at $92 a share and 1,506,648
shares of unissued common stock were reserved for this purpose at December 31, 1977. The deben
tures are redeemable, at the election of the Company, during the twelve-month period which began
November 1, 1977 at 103.9% and at reducing percentages thereafter. Commencing in 1981, the
Company must redeem a minimum of $8,000,000 annually. During 1977, the Company repurchased on
the open market $16,874,000 principal amount of the debentures, of which $16,000,000 has been
applied to the sinking fund requirement.
(f) The 5% convertible subordinated debentures are convertible at $148 a share and 505,054
shares of unissued common stock were reserved for this purpose at December 31, 1977. The deben
tures are redeemable, at the election of the Company, during the twelve-month period beginning
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December 1, 1978 at 102% and at reducing percentages thereafter. If certain conditions occur, the
debentures may be redeemed during the one-year period which began December 1, 1977 at 102.5%.
During 1977, the Company repurchased on the open market $250,000 principal amount of the deben
tures.
(g)
A gain of $1,220,000 on the repurchases of the 6% convertible subordinated debentures due
1995 and the 5% convertible subordinated debentures due 1988 is included in other income.
• • • •
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IV
TROUBLED DEBT RESTRUCTURINGS

The accounting prescribed for debtors and creditors by FASB Statement No. 15 for troubled
debt restructurings depends on whether the debtor transfers assets or grants an equity interest in
full settlement of the debt or whether the terms of the debt are modified. Modification of debt
terms does not give rise to a gain or loss unless the carrying amount of the debt exceeds the total
future cash payments specified by the new terms. Transfer of assets or granting an equity interest
gives rise to a gain to the debtor and a loss to the creditor calculated at the difference between the
carrying amount of the debt settled and the fair value of the assets or equity interest transferred.
The debtor has an additional gain or a loss calculated at the difference between the carrying
amount and the fair value of the assets transferred. The gains and losses recognized are required
to be included in the calculation of net income.
Statement No. 15 requires a debtor to disclose the following information about troubled debt
restructurings that occurred during a period for which financial statements are presented:
• For each restructuring: a description of the principal changes in terms, the major features
of settlement, or both.
• Aggregate gain on restructuring of payables and the related income tax effect.
• Aggregate net gain or loss on transfers of assets recognized during the period.
• Per share amount of the aggregate gain on restructuring of payables, net of related income
tax effect.
In financial statements for subsequent periods, amounts contingently payable are required to be
disclosed.
Statement No. 15 requires a creditor to disclose the following information about troubled
debt restructurings as of the date of each balance sheet presented:
• For outstanding receivables whose terms have been modified in troubled debt restructur
ings, by major category: (i) the aggregate recorded investment; (ii) the gross interest
income that would have been recorded in the period then ended if those receivables had
been current in accordance with their original terms and had been outstanding throughout
the period or since origination, if held for part of the period; and (iii) the amount of interest
income on those receivables that was included in net income for the period. A receivable
whose terms have been modified need not be included in that disclosure if, subsequent to
restructuring, its effective interest rate has been equal to or greater than the rate that the
creditor was willing to accept for a new receivable with comparable risk.
• The amount of commitments, if any, to lend additional funds to debtors owing receivables
whose terms have been modified in troubled debt restructurings.
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A financial institution, or other creditor, may disclose the preceding information for the aggregate
of outstanding reduced-earning and nonearning receivables rather than separately for outstand
ing receivables whose terms have been modified in troubled debt restructurings.
MODIFICATION OF DEBT TERMS
Twenty-four examples are presented of apparent troubled-debt restructurings accounted for
in apparent conformity with Statement No. 15 in which the restructuring was accomplished by
modifying the terms of the debt agreement. The examples are classified according to whether
they pertain to accounting by debtors or creditors, and creditors are further classified into bank
ing and non-banking categories.
DEBTORS
ATWOOD OCEANICS, INC.
Notes to Financial Statements
(1) Recent Financial Developments—
• • • •
Notes Payable —
In fiscal 1977, the terms of the Company’s $54,793,000 notes payable to banks and $10,460,000
note payable to a leasing corporation were amended to provide for, among other things, (1) a
moratorium of principal payments through November, 1978 and (2) restructured financial covenant
requirements. Based on management’s estimate of its rig utilization, the change in debt retirement
would enable the Company to maintain its minimum operating cash requirements throughout 1978 and
1979, and comply with the amended financial requirements. Management anticipates that the Com
pany will return to profitable operations in fiscal 1980 and thus will be able to meet its future loan
repayment schedule. The Company is also considering alternatives of generating additional cash from
new equity capital, subordinated debt, joint ventures and other means. If the Company’s drilling
activity is substantially less than estimated and the Company is unsuccessful in its pursuits of addi
tional cash, the Company might be required to sell or otherwise dispose of some or all of its assets
other than through operations in the normal course of business in order to meet its obligations, and the
amounts realized might not be sufficient to recover the cost of the Company’s investment in drilling
vessels and equipment.
• • • •
(4) Long-Term Debt—
• • • •
Notes Payable to Banks and a Leasing Corporation—
On April 13 and September 1, 1977, the terms of the notes payable to banks and a leasing
corporation were restructured and amended. These amendments provided for a moratorium of princi
pal payments for the period from April, 1977 through November, 1978 (otherwise monthly payments
to banks of $1,250,000 and quarterly payments to a leasing corporation of $450,000 would have been
required during this period). Under the amended terms of the notes, monthly principal payments to
banks of $260,000 commence in December, 1978, increasing periodically to $1,650,000 in October,
1980, with a final installment of $742,588 due in August, 1982. Monthly principal payments to a leasing
corporation of $77,847 commence in January, 1979, increasing monthly with final installment due in
August, 1983.
Under the most restrictive terms, as amended, of the notes payable to banks and a leasing
corporation, the Company has agreed, among other things, to maintain defined (1) working capital of
$13,700,000 at September 30, 1977 and decreasing by specified amounts thereafter to $1,000,000 in
1979, (2) ratio of current assets to current liabilities of 2.95 to 1.0 and decreasing periodically to a ratio
of 1 to 1 at April 1, 1979, (3) ratio of debt to equity of less than 3.60 to 1.0 at September 30, 1977, and
varying by specified amounts thereafter and (4) net worth of at least $30,700,000 at September 30,
1977, and decreasing by specified amounts thereafter to $24,900,000 in 1979. The Company is also
restricted, among other things, (1) from paying cash dividends in excess of ten percent of consolidated
income of the prior year, provided that net worth to liabilities is at least 1 to 1 after the payment, (2)
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from acquiring and selling certain types of assets, incurring new debt, and entering into various types
of business agreements, and (3) from making capital expenditures exceeding $150,000 in any month
without bank approval. The Company has also agreed to maintain compensating balances of ten
percent of the outstanding loan balance due the banks.
Mandatory prepayments are required on the above notes payable, as amended, (1) in an amount
equal to two-thirds of any excess cash flow, as defined, for the three-month period ended February 28,
1978, and each month thereafter and (2) from the proceeds of sales, if any, of excess drilling equipment
or inventory in excess of $250,000 per quarter.
• • • •

CERTRON CORPORATION
Notes to Financial Statements
Note 2—Bank Debt:
Indebtedness to banks covered under the agreement (as described below) consisted of the follow
ing:
October 31
1977
1976
Short-term payable under line of credit ................................................. $1,400,000
$1,375,000
Current portion of long-term notes .........................................................
1,000,000
1,521,000
Accrued interest payable upon demand prior to discount....................
2,319,000
1,703,000
Long-term notes payable, net of current portionshown above ............
4,306,000
4,836,000
Note payable, bearing interest at 9%, paid during 1977 ...................... ..................
20,000
$9,025,000
$9,455,000
During 1976, the Company amended its debt agreement with its banks. The terms of the amend
ment provide for the application of payments to first reduce the principal balance of the notes. Interest
accrues on principal only at 2% above the prime rate. The accrued interest, which is noninterest
bearing, is to be repaid after the principal balance of the notes. During January 1978, effective for
fiscal 1977, the banks reduced the repayment requirements such that the Company is required to pay
$1,000,000 in fiscal year 1978 and $1,670,000 in fiscal years thereafter at the rate of $167,000 per
month from December through September each year. Management believes that the Company will be
able to meet the payment schedule for fiscal year 1978 out of funds generated from operations based on
their cash flow forecasts. In the event it is necessary, the banks have agreed to permit the Company to
sell certain tooling from a discontinued product line in order to meet up to $500,000 of their payment
requirement.
If the banks were to require payment of the demand notes and the Company was unable to obtain
alternate sources of financing, the long-term portion would also become payable. The banks have not
indicated an intention to demand payment of the short-term debt.
In order to match interest expense with the periods where the Company is carrying and repaying
debt to the banks, interest expense is being charged to expense over the anticipated repayment period
for both principal and accrued interest. The effective rate of interest for this period is adjusted at the
beginning of each year to reflect changes in the anticipated repayment period and is approximately
5.4% (1977) and 5.7% (1976), which resulted in a reduction of interest expense of approximately
$187,000 (1977) and $176,000 (1976).
Substantially all assets are pledged as collateral under the provisions of the debt agreement with
the banks. The pledge also relates to the short-term notes payable to the banks under the current line
of credit. The Company had utilized all of this line of credit at October 31, 1977. Additionally, under
the provisions of the debt agreement, the Company is prohibited from paying cash dividends, is
restricted concerning capital expenditures and is required to maintain certain amounts of tangible net
worth, net current assets and other financial covenants. Certain covenants relating to the Company’s
performance during the fiscal year 1977 and 1976 were not met by the Company, and waivers as to the
requirements of those covenants for fiscal 1977 and 1976 were obtained from the banks. Covenant
violations anticipated in the Company’s forecast have been waived by the banks through January
1979.
In connection with the 1976 amendment, warrants were issued to the banks entitling the banks to
purchase 330,000 shares of common stock at $1.00 per share.
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CHOCK FULL O’NUTS CORPORATION
Notes to Financial Statements
(4) Long-Term and Other Debt
••••

(b) Notes Payable to Bank
At July 31, 1976, Coffee Corp. had outstanding promissory notes in the principal amount of
$9,000,000 issued pursuant to borrowings under a revolving credit agreement (the “Credit”) with
Citibank, N. A. The Credit was repayable in sixteen (16) equal instalments, the first of which was due
on August 31, 1976 and the remaining fifteen (15) instalments were payable quarterly commencing on
October 31, 1976 and ending April 30, 1980. Such borrowings bore interest at an annual rate equal to
the higher of (a) 1½% above the base rate of the bank on 90-day loans; or (b) ½% above the average
interest rate payable on 90 to 119 day dealer-placed commercial paper. The principal payments due
August 31, 1976 and October 31, 1976, aggregating $1,125,000 were not paid by the subsidiary or
either of the guarantors, the Company and Chock full O’ Nuts Bakery Corp. (Bakery). As indicated
below, the Company paid Citibank $3,087,000 subsequent to July 31, 1976 and the aforementioned
instalments were waived.
As a result of the non-payment of the August 31, 1976 instalment, the Company and Citibank
began negotiations with respect to refinancing the outstanding Credit of $9,000,000. During the
course of the negotiations, the Company sold (through October 28, 1976) a portion of its marketable
securities and the proceeds thereof were first applied in reduction of the Broker Margin Loan Account
($4,156,000) and the balance ($3,087,000) was paid to Citibank as a prepayment on the outstanding
Credit (held by Citibank in an escrow account to be applied in inverse order of scheduled instalments).
Under date of November 16, 1976, the subsidiary borrower, Coffee, the Company, and Bakery and
Citibank agreed to refinance the outstanding credit, which resulted in classifying $3,000,000 as a
current liability at July 31, 1976 (satisfied with the proceeds from the sale of the marketable securities
mentioned above), and the balance of the credit ($6,000,000) was classified as long term debt. The
formal documents giving effect to the refinancing terms recited in the November 16, 1976 letter of
agreement were not executed and in January 1977 the Company repaid the $6 million Citibank loan
from advances obtained under its financing agreement discussed in (a) above.
••••

CULBRO CORPORATION
Notes to Financial Statements
Note 3—Long-Term Debt and Notes Payable
••••

On September 3, 1971, Ex-Lax, Inc., a wholly-owned subsidiary of the Corporation, issued to
three institutional investors its 8¾% notes at a discount together with warrants to purchase a total of
100,000 shares of the Corporation’s common stock at $33.50 per share, subject to adjustment under
antidilution provisions, on or before July 31, 1984. The stock of Metropolitan Tobacco Company, Inc.
(“Metropolitan”) was pledged as security for the notes. As of December 31, 1977 no warrants had been
exercised. On January 30, 1976, the Corporation renegotiated certain provisions of this loan agree
ment in connection with Ex-Lax’s reorganization and relocation to Puerto Rico. As part of the reor
ganization, Metropolitan’s stock was released from pledge and Metropolitan became the parent of
Ex-Lax Pharmaceutical Co., Inc. (“Pharmaceutical Co.”) which in turn became the parent of Ex-Lax
and several related companies. Under the renegotiated provisions of the loan agreement, Metropoli
tan and Pharmaceutical Co. guaranteed the payment of the notes, the stock of certain of Pharmaceuti
cal Co.’s subsidiaries was pledged as collateral and Ex-Lax granted a security interest in its
trademark. In addition, in exchange for the waiver of certain restrictions in the loan agreement and
the postponement of $1,000,000 of principal payments originally due in 1975, the Corporation reduced
the exercise price of the warrants to $20.00 per share. • • • •

EXECUTONE INC.
Notes to Financial Statements
6. Second Mortgage Payable
The Company’s banks have extended the original maturity date of December 31, 1977, of the
second mortgage on the Long Island City real estate to June 30, 1978. The Company expects to
refinance the mortgage by that time.
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FREEPORT QUEENSLAND NICKEL INCORPORATED
SUBSIDIARY OF FREEPORT MINERALS COMPANY
Notes to Financial Statements
3. Long-term Debt
Long-term debt at December 31, and the ultimate maturity dates under the 1975 and 1977
restructuring plans, were as follows:

Australian institutional loans guaranteed by the Queensland
Government of Australia:
First class London bank rate (7.19% at December 31,
1977) plus 1.5%, maturing 1985
Six-month debenture rate (11.4% at December 31,
1977) plus 2.8%, maturing 1985
9.25%, maturing 1995
10.75%, maturing 1995
Australian bank loans, 9.63%, maturing 1987
Kreditanstalt fur Wiederaufbau Deutsche mark loan,
11.31%, maturing 1987
Export-Import Bank of the United States:
Prime rate (7.75% at December 31, 1977)
plus 1%, maturing 1985
6%, maturing 1987
Debentures subordinated to the loans listed above with
respect to principal and interest:
Japanese lenders:
9.5%, maturing 1987
10.75%, maturing 1987
Freeport Minerals Company, 9.5%, maturing 1988
Freeport Minerals Company, supplemental loans,
10.33%, maturing 1988
Deferred and postponed interest payable (including
$3,236,000 in 1977 and $1,824,000 in 1976
payable to Freeport Minerals Company)

1977

1976

$ 3,636,000

$ 3,636,000

6,233,000
19,502,000
11,438,000
17,157,000

5,934,000
18,564,000
10,888,000
16,332,000

50,085,000

44,520,000

4,480,000
4,480,000

4,480,000
4,480,000

25,253,000
4,174,000
1,680,000

20,655,000
3,414,000
1,680,000

12,591,000
160,709,000

12,591,000
147,174,000

42,028,000
$202,737,000

27,441,000
$174,615,000

Virtually all of the long-term debt is denominated in the currencies of the countries of the
respective lenders. At December 31, 1977, the equivalent of approximately $2,800,000 of bank credit
facilities was available to the Company.
Pursuant to an agreement in 1975 between the Company and the lenders, the repayment of
principal which was originally scheduled in the years 1976, 1977 and 1978, and the payment of interest
on long-term debt for the period from April 1, 1975, through December 31, 1976, were deferred to the
years 1981 to 1988. Interest on such deferred interest was also deferred to those later years. The
payment of interest was to commence again in March 1977 and the repayment of principal was to
commence in March 1979.
A further agreement in 1977 between the Company and the lenders provides that the Company
may make minimum payments to repay principal and to pay interest equal to 30 percent of such
amounts scheduled in the years 1977 through 1979, and 50 percent of such amounts scheduled in the
years 1980 through 1985. Any amounts scheduled but not paid are postponed. Repayment of principal
and payment of interest thus postponed after January 1, 1977, and remaining unpaid, shall become due
and payable at December 31, 1985.
The debt financing agreements, as amended, provide that to the extent Excess Cash (as defined
in the agreements) is available, it shall be applied to the repayment of principal and the payment of
interest.
Except for the possible earlier payment from Excess Cash, the aggregate amount of the Com
pany’s long-term debt at December 31, 1977, under the 1975 and 1977 debt restructuring plans, is
scheduled to be repaid in varying installments in the following approximate minimum annual amounts:
1979, $4,100,000; 1980 through 1984, $7,400,000; 1985, $78,400,000; 1986, $33,400,000; 1987,
$25,600,000; 1988, $7,400,000 and 1989 through 1995, $2,400,000.
• • • •
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PRESIDENTIAL REALTY CORPORATION
Notes to Financial Statements
10. Mortgage Debt
• • • •

In August 1974 the Company ceased payments of interest and amortization on the FHA-insured
mortgage covering its Crown Court project in New Haven, Connecticut and, subsequently, the
mortgage was assigned to FHA. The Company and FHA entered into a series of work out agreements
beginning April 1, 1975 and presently extending until July 1, 1978, under which the Company con
tinues to own and operate the property.
During 1976 and 1977, the Company ceased payments on FHA-insured mortgages covering three
sections, containing a total of 264 apartment units, of its Presidential Park project in Columbus, Ohio
after the holders of these mortgages refused the Company’s request for a deferment of amortization
payments. The mortgages have been assigned to FHA and the Company has submitted to FHA
proposed work out agreements whereby the Company would continue as owner and mortgagor.
Although the local FHA office has approved the proposed work out agreements, a formal deferment
agreement has not yet been obtained from FHA.

SCOTTISH INNS OF AMERICA, INC.
Notes to Financial Statements
Note 6—Property and Equipment
• • • •

Construction assets held for resale consist of the following major classifications:

Land and Land Improvements
Buildings
Machinery and Equipment
Less—Reserve for
Decline in Value

August 31, 1976
Accumulated
Depreciation
Cost
$ 3,254
$ 182,716
930,957
74,017
55,592
11,068
88,339
1,169,265
(376,027)
$ 793,238

—
$88,339

August 31, 1977
Accumulated
Depreciation
Cost
$ 3,254
$ 182,716
74,017
930,957
1,741
42,949
79,012
1,156,622
(713,409)
$443,213

—
$79,012

Substantially all property and equipment and construction assets held for resale are encumbered
by mortgages and notes payable. In addition, the State of Tennessee has filed tax liens for sales and
use tax on twelve properties located in Tennessee, and a former franchisee, in connection with a lawsuit
(see note 10), has filed judgment liens on certain properties located in Tennessee. As of August 31,
1975, an account payable of $190,000 (collateralized by construction assets held for resale) was in
default and had been classified as a current liability. During the fiscal year ended August 31, 1976, the
account payable was renegotiated with the creditor and a 9%, $180,000 mortgage note was issued with
the construction assets held for resale remaining as collateral. If the construction assets are sold,
there is a right of reasonable substitution of collateral.
• • • •

CREDITORS (NON-BANKS)
ALICO INC.
Notes to Financial Statements
(B) Mortgage Notes Receivable From Sales of Real Estate
Mortgage notes receivable from sales of real estate arose principally from real estate sales
accounted for in accordance with the provisions of the AICPA industry accounting guide “Profit
Recognition on Sales of Real E state.” Such method of accounting requires deferment of income
recognition if property is sold on a deferred payment plan and the initial payment does not meet
criteria established under the accounting guideline.
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Such mortgage notes are scheduled to mature in varying amounts through 1989 with interest
rates varying from 6½% to 8¼%. Included therein is a note receivable from The Deltona Corporation
in the amount of $10,808,800 arising from the sale, in November, 1973, of 15,745 acres of undeveloped
real estate in Polk County, Florida. The note is due in eight annual installments of $1,351,100 begin
ning November 30, 1976, and bears interest at 6½% per annum payable semi-annually. The agreement
for sale provides that the Company must release, upon the demand of Deltona, regardless of whether
or not the balance of the sales price is collected, a portion of such real estate, at specified per acre
values, equivalent in value to $1,000,000, such amount being equal to the down payment received by
the Company on the sale.
The Deltona sale is being accounted for under the “cost recovery” basis. Under such basis, the
initial down payment, less the entire cost of the property and expenses of sale, was recognized in
income in the year ended August 31, 1974. The deferred profit on the sale ($10,808,800), which is equal
to the unpaid balance of the note, will be recognized in income in the periods in which collections are
made on the principal of the note, subject to income taxes at rates then in effect.
The note is currently in arrears as to principal and interest and negotiations are in progress
concerning a modification of the maturity schedule specified in the note. The accrued interest on such
note for the first three quarters of the current year was included in income on the Company’s interim
reports to its stockholders in anticipation of the collection of a significant portion of such interest prior
to August 31, 1977. However, because of the current uncertainty as to the time of collection of such
interest, the Company decided at year end not to recognize any interest income on the note in the
current year, which would have amounted to $702,572, and has retroactively adjusted its previously
reported income for the first three quarters of the year (See Note M). During the current year, the
Company received $450,000 to apply on interest accrued during the preceding year, leaving an uncol
lected balance of $230,140 at August 31, 1977, which is classified on the accompanying balance sheet as
a noncurrent asset.
••••

MILTON BRADLEY COMPANY
Notes to Financial Statements
2. Accounts Receivable—The Company has a claim of approximately $1,200,000 for shipments
made to the W. T. Grant Company under an Inventory Security Agreement dated May 15, 1975. On
February 12, 1976, a U.S. Bankruptcy Judge authorized the liquidation of the W. T. Grant Company
and on February 3, 1977 entered an Order that the Plan of the Secured Creditors’ Committee be
accepted. On February 11, 1977, a Notice of Appeal was filed by the Trustee for the holders of the
subordinated debentures, followed by a Notice of Appeal by a bank for itself, and as agent for the
other creditor banks. Subsequently, the bank withdrew its Appeal for itself and the other creditor
banks. The Judge in the United States District Court, in an opinion dated December 16, 1977, found
the record before the Bankruptcy Judge to be adequate and that there was no abuse of discretion in
finding the Inventory Security Agreement to be in the best interest of the Estate of W. T. Grant
Company. A Notice of Appeal from the Order of the U.S. District Court Judge’s affirmation of
December 16, 1977 was filed on February 6, 1978 by the Indenture Trustee with the Circuit Court of
Appeals.
The Company and its Special Counsel for the claim against W. T. Grant continue to be of the
opinion that the Company, as a Secured Creditor, should realize full recovery. Accordingly, no
provision for loss has been made.
SELAS CORPORATION OF AMERICA
Notes to Financial Statements
10. Contingencies and Commitments
On October 31, 1975, one of the Company’s customers filed a petition for reorganization under
Chapter XI of the Federal Bankruptcy Act. The Company has filed its proof of claim with the
Bankruptcy Court in Boston, Massachusetts. The accompanying consolidated financial statements
reflect the claim of $972,000 (excluding interest), at December 31, 1977 and 1976.
On December 29, 1977, the customer filed a proposed plan of arrangement with the U.S. Bank
ruptcy Court, whereby 100% of the claims outstanding at October 31, 1975, plus interest at 8% per
annum from October 31, 1975, would be paid to its creditors. Payment would be over 36 months
beginning approximately May 1, 1978. While the plan has not been approved by the creditors or the
Bankruptcy Court, the creditors’ committee agrees in principle with the basic provisions of the
proposed plan. The Company cannot determine at this time the amount of claim that will ultimately be
allowed. No provision for loss, if any, has been reflected in the consolidated financial statements with
respect to this claim.

39

CREDITORS (BANKS)
ATLANTIC BANCORPORATION
Notes to Financial Statements
Note 4—Loans
Loans are summarized as follows (in thousands):

Commercial......................................................... .................................
Construction ...................................................... .................................
Real Estate.......................................................... .................................
Consumer ........................................................... .................................
Other ........................................ .......................... .................................
Less unearned income........................................ ..................................

December
1977
$199,659
36,954
148,975
381,386
20,345
787,319
(40,058)
$747,261

31,
1976
$199,593
37,612
128,983
331,362
26,061
723,611
(32,116)
$691,495

Included in the above totals are the following non-performing loan balances (in thousands):

Non-accruing loans................................................................................
Restructured loans................................................................................

December 31,
1977
1976
$17,336
$28,382
5,942
6,695
$23,278
$35,077

At December 31, 1977, there were commitments to advance funds on the above restructured
loans totaling approximately $363,000.
Interest income recorded on these loans during the years ended December 31, 1977 and 1976, and
the additional income that would have been recorded had the original terms of the loans been complied
with, were as follows (in thousands):
1977

Income recorded........................
Income lost.................................
Income which would have been
recorded under the original
terms ......................................

NonAccruing
Loans
$ 262
1,756

$2,018

1976

Restructured
Loans
$340
259

NonAccruing
Loans
$ 546
2,380

Restructured
Loans
$359
267

$599

$2,926

$626

CITICORP
Notes to Financial Statements
3. Loans
• • • •

Changes in the Reserve for Possible Losses on Loans
• • • •

Nonperforming loans include nonaccrual and renegotiated loans. Renegotiated loans are those
loans on which the rate of interest has been reduced as a result of the inability of the borrower to meet
the original terms of the loan. Citicorp’s nonperforming loans amounted to $1,669,000,000 at De
cember 31, 1977. Foregone revenue from nonperforming loans, which is the difference between the
interest revenue that would have been accrued according to the original contractual agreements
($182,000,000) and the amount actually recognized as income ($38,000,000), was $144,000,000 in 1977.
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CONTINENTAL ILLINOIS CORPORATION
Notes to Financial Statem ents
Note T —Non-Performing Loans:
The following table presents information concerning total outstanding cash basis and renegotiated
loans (non-performing loans) and the income statement impact of these loans. Non-performing loans
include all loans which have been restructured to provide for a reduction or deferral of interest or
principal payments for reasons related to the weakened financial condition of the borrower. Non
performing loans also include cash basis loans, the definition of which is contained in Note A. Financial
data concerning non-performing loans is reported herein in conformity with the requirements of the
Financial Accounting Standards Board in its Statement No. 15 “Accounting by Debtors and Creditors
for Troubled Debt Restructurings.” The loan detail information summmarized below covers loans
which are considered by management to be collectible under their revised terms (in millions):
1977
Cash Basis Loans
Rene
Other
gotiated
Principal amount outstanding
December 31
Bank subsidiary
Non-bank subsidiaries
Parent Company
Total
Interest income which would
have been recorded at the
original rate for the year ended
December 31
Bank subsidiary
Non-bank subsidiaries
Parent Company
Total
Interest income that was
recorded for the year ended
December 31
Bank subsidiary
Non-bank subsidiaries
Parent Company
Total
Lost interest income for
the year ended December 31
(pre-tax)
Bank subsidiary
Non-bank subsidiaries
Parent Company
Total
Commitments for additional
funds—Bank subsidiary

Rene
gotiated
Loans

$94
*
—
$94

$326
33
3
$362

$91

$11
*
*

$ 53
3
*

$10

$11

$ 56

$*
*
*

____ ________________ 1976
Cash Basis Loans
Rene
Rene
gotiated
gotiated
Other
Total
Loans

$511
33
3
$547

$149

—
$10

$ 74
3
*

$ 9
—
*

$ 77

$ 9

$ 5
—
—
$ 5

$ 30
1
*
$ 31

$ 1

$*

$ 25
1
—
$ 26

$11
*
*

$ 28
2
*

$ 44
2
*

$ 8

$11

$ 30

$ 5
—
—
$ 5

$ 46

$ 1

$-

$ 3

$ 4

—

—
$91

—

—

2
$151

—

*
$ 1

Total

$290
16
—
$306

$216
—
$216

$655
16
2
$673

$ 35
3
2
$ 40

$ 15
—
—
$ 15

$ 59
3
2
$ 64

$ 14
2
—
$ 16

$*

$ 15
2
*

—

—

—
$*

$ 17

$ 8

$ 21
1
2
$ 24

—
$ 15

$ 44
1
2
$ 47

$ 5

$-

$ 6

$ 11

—

*

$ 15
—

*Less than $1 million in the period.
In addition to the principal amount of non-performing loans shown above, the Corporation had
received through real estate loan exchange transactions (“swaps”) approximately $64,000,000 in loans
which were on a full accrual basis at December 31, 1977. Interest income lost prior to the swaps is
included in the above table; additional losses that resulted from the swap transactions were charged
against the reserve for loan losses. Commitments to lend additional funds for these restructurings
totaled approximately $7,000,000.
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THE CITIZENS AND SOUTHERN CORPORATION
Notes to Financial Statements
Loans and Reserve for Loan Losses
• • • •

The aggregate recorded investment in loans which were contractually past due sixty days or more
as to interest or principal payments and loans which have been restructured to provide a reduction or
deferral of interest or principal for reasons related to the debtors financial difficulties was $4,293,000
at December 31, 1977 and $7,365,000 at December 31, 1976. Gross interest income which would have
been recorded under the original terms of these debt agreements was $381,000 for the year ended
December 31, 1977 and $823,000 for the year ended December 31, 1976. Gross interest income actually
recorded was $303,000 for the year ended December 31, 1977 and $552,000 for the year ended
December 31, 1976. The Corporation and its subsidiaries had no commitments to advance additional
funds to these debtors at December 31, 1977 or December 31, 1976.
EQUITABLE BANCORPORATION
Notes to Financial Statements
Note D—Loans
• • • •

The following table presents a summary of outstanding loans on which the accrual of interest has
been discontinued because circumstances indicate collection is doubtful or whose terms have been
restructured to provide a reduction or deferral of interest or principal because of a deterioration in the
financial position of the borrower. Restructured loans are classified as such only until the terms are
substantially equivalent to terms on which new loans with comparable risk are being made. Loans
renewed at market rates existing at the date of renewal are not considered restructured loans.

Aggregate nonaccruing or restructured loan amounts
Gross interest income that would have been recorded
during the year if the loans had been current in
accordance with their original terms
Interest actually recorded in income during the year
Commitments for additional funds

December 31
1976
1977
(thousands of dollars)
$23,275
$25,719

2,210
1,121
1,000

2,345
1,265
1,000

INDUSTRIAL NATIONAL CORPORATION
Notes to Financial Statements
6. Non-performing Assets: Non-performing assets include (a) non-accrual assets, where the rec
ognition of income is merely suspended, (b) renegotiated assets, where the terms are adjusted to
provide a reduction or deferral of principal and/or interest (balances as of December 31, 1977 and 1976
were immaterial), and (c) foreclosed property and repossessed equipment. Renegotiated asset and
foreclosed property and repossessed equipment balances reflect actual transactions, whereas non
accrual asset balances only reflect management decisions regarding the advisability of continuing to
accrue income on assets which are or potentially will be difficult to collect.
A decision by management to place an asset on a non-accrual basis may be occasioned either by
the overdue status of a payment or payments of principal and/or interest or by a judgment that such
action is prudent, although payments of principal and/or interest are current. Except in the case of
consumer and residential real estate loans, all assets on which payments are overdue 90 days or more
are placed on a non-accrual basis, unless management decides that circumstances dictate not taking
this action.
Management has calculated the reduction of net interest income (average balances multiplied by
the marginal cost of funds less any interest received and recognized) resulting from these non
performing assets as $.26 per share in 1977 and $.39 per share in 1976.
The balances of these non-performing assets as of December 31, 1977 and 1976 were as follows:
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1977_________1976
(000 omitted)

Industrial National Bank:
Loans:
Real estate investment tru sts..................................
Real estate—commercial...........................................
Commercial ...............................................................
Foreclosed property......................................................
Westminster Properties/Industrial National Mortgage:
Loans .............................................................................
Foreclosed property......................................................
Other:
Loans .............................................................................
Foreclosed property and repossessed equipment......

$ 7,574
9,557
4,851
10,814

$12,732
13,893
6,776
15,013

6,346
13,211

22,053
6,614

5,823
7,690
$65,866

5,743
580
$83,404

These assets originally provided for income at rates in excess of the marginal cost of funds, rates,
which in most cases, are not presently obtainable.
However, listed below, for information purposes, is the pre-tax income which would have been
received if these assets had been performing at the originally contracted rates, along with the income
actually received:

Industrial National Bank:
Loans:
Real estate investment tr u s ts .......... .........
Real estate—commercial............................
Commercial .................................................
Foreclosed property.............................. .........
Westminster Properties/Industrial
National Mortgage:
L oans..................................................... ..........
Foreclosed property.............................. .........
Other:
Loans ...................................................... .........
Foreclosed property and
repossessed equipment...................... .........

1977
1976
Contracted
Actual
Actual
Contracted
Income
Income
Income
Income
(000 omitted)
$ 817
829
401
1,149

$ 250
206
50
466

$2,139
1,363
593
564

$ 463
173
303
201

1,651
1,107

53
33

2,988
465

167
0

444

0

531

0

57
$6,455

0
$1,058

0
$8,643

0
$1,307

NCNB CORPORATION
Notes to Financial Statements
Note 4—Non-Performing Assets
Non-performing assets (gross of allowances for losses) included in the respective balance sheet
amounts at December 31, 1977 and 1976 were:

Commercial loans and leases ................
Consumer loans ...............................
Mortgage loans .................................
Construction loans.......................... .
Total loans and leases ..............
Real estate acquired
through foreclosure .....................
Other assets (repossessed
personal property)....................... ......
Total .......................................... ......

North Carolina
National Bank
Consolidated
December 31,
December 31,
1977
1976
1977
1976
(Dollars in Thousands)
$ 64,649
$ 58,131
$ 65,277
$ 58,751
530
463
810
909
909
688
688
909
3,490
2,882
43,131
11,633
62,452
69,290
109,906
72,202
53,261

48,984

6,711

9,138

2,077
$127,540

2,675
$161,565

1,883
$ 71,046

2,463
$ 80,891
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Non-performing assets do not include the medium- and long-term loans of the mortgage sub
sidiaries, which totaled $33,560,000 at December 31, 1977 and $31,938,000 at December 31, 1976.
These loans, which were made to finance the sale of certain non-performing assets (primarily incomeproducing properties), are considered to be performing loans. They generally mature in less than 10
years and bear interest at rates from 5 percent to 9 percent, with provisions for increases in interest
rates to a minimum of 8½ percent as the cash flow from the projects supporting the loans increases.
The average yield on these loans was 6.39 percent in 1977 and 5.71 percent in 1976.
The loss of revenue associated with non-performing commercial loans and leases and mortgage
loans and the cost of carrying non-performing construction loans, real estate acquired through foreclo
sure and repossessed personal property during 1977 and 1976 were:
North Carolina
Consolidated
National Bank
1977
1977
1976
1976
(Dollars in Thousands)
Income that would have been
recorded during the year on
non-performing commercial
loans and leases and mort
gage loans if they had been
current in accordance with
their original terms through
out the period they were
outstanding:
Commercial loans and
leases ..........................................
Mortgage loans .............................
Income on non-performing
commercial loans and leases
and mortgage loans actually
recorded during the year:
Commercial loans and
leases ..........................................
Mortgage loans .............................

$5,235
50
5,285

$6,259
115
6,374

$5,235
50
5,285

$6,259
115
6,374

(841)
(77)
(918)

(1,872)
(37)
(1,909)

(841)
(77)
(918)

(1,872)
(37)
(1,909)

4,394
(27)
$4,367

4,387
78
$4,465

4,394
(27)
$4,367

4,387
78
$4,465

Cost of carrying non-performing
construction loans ............................

$1,496

$4,914

$

$

Cost of carrying real estate
acquired through foreclosure
and repossessed personal
property ............................................

$3,781

$3,322

$ 378

Loss (recovery) of revenue:
Commercial loans and
leases..........................................
Mortgage loans .............................

71

49

$ 367

There was virtually no loss of revenue associated with non-performing consumer loans because
interest is generally recognized on these loans until they are charged off (see Note 1). Construction
loans are short-term credits generally maturing in twelve to eighteen months. In most instances, if
these loans do not perform according to their terms, the property collateralizing them is obtained
through foreclosure and the assets are removed from an earning asset category. Accordingly, cost of
carrying is considered the most appropriate measure of the effect on earnings of non-performing
construction loans and real estate acquired through foreclosure.
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NORTHEAST BANCORP INC.
Notes to Financial Statements
Note 3—Loans:
Loans consisted of the following at December 31:

Commercial and Industrial
Real estate:
Commercial
Residential
Consumer and Other

1977
$126,145,000

1976
$110,484,000

114,590,000
155,375,000
186,024,000
$582,134,000

93,656,000
145,095,000
157,502,000
$506,737,000

At December 31, 1977, loans totalling $8,564,000 ($5,689,000—1976) have been restructured as
defined by the Financial Accounting Standards Board (FASB) No. 15. Had these loans not been
restructured, gross interest revenue for the period would have approximated $49,285,000
($43,477,000—1976). Included in the results of operations is $152,000 ($78,000—1976) of gross interest
revenue relating to these loans. The Company is not committed to lend any additional funds relating to
the restructured loans.
PITTSBURGH NATIONAL CORPORATION
Notes to Financial Statements
Renegotiated Loans
The following table presents data relating to loans the terms of which have been renegotiated to
provide a reduction or deferral of interest or principal because of deterioration in the financial position
of the borrower.
December 31
1977
1976
(in thousands)
Aggregate investment:
Loans secured primarily by real e s ta te ...............................................
All other loans .......................................................................................
Interest income which would have been recorded on such loans if
the loans had been current throughout the period or
since originating, if not outstanding for entire period,
at the original terms .............................................................................
Interest actually recorded in interestincome during the period ...........

$13,762
2,292

$10,116
161

1,332
735

893
534

At December 31, 1977 there was $87,000 in commitments to lend additional funds to the above
debtors.
SOUTHEAST BANKING CORPORATION
Notes to Financial Statements
Note 2: Loans
•• • •

The following table indicates for the categories of loans specified (i) the aggregate amounts of such
loans outstanding at the end of the period (ii) the gross amount of interest income which would have
been recorded on all such loans during the period if all such loans had been current in accordance with
their original terms and outstanding throughout the period or since their origination, whichever is
shorter and (iii) the amount of interest on all such loans which was recorded in income during the
period and (iv) the amount of commitments to lend additional funds on such loans. In thousands.
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Year Ended December 31, 1977
Amount of Amount of Amount of
Interest
Interest Commitments
Aggregate Income Which Which Was
to Lend
Recorded Would Have Recorded
Additional
Investment Been Recorded in Income
Funds
Loans on which interest accruals
have been discontinued ..................
All loans, except those specified in
Note A below, the terms of which
have been modified due to the
debtor’s financial difficulties ........

$67,800

$6,564

$ 919

977

$38,990

$3,198

$1,932

$ 633

Note (A) Excludes real estate loans secured by 1-4 family residential properties and loans to
individuals for household, family and other personal expenditures.
SUN BANKS OF FLORIDA
Notes to Financial Statements
Note B—Nonperforming Loans
Information concerning loans which are contractually past due sixty days or more as to interest or
principal payments, and loans which have been renegotiated to provide a reduction or deferral of
interest or principal because of a deterioration in the financial position of the borrower, is summarized
below:
(In Thousands)

1977

Aggregate recorded investment
Gross interest income which would have
been recorded under original terms
Gross interest income recorded during
the year

Cash
Basis/
Past Due
$15,151

1976
Renego
tiated
$4,137

Cash
Basis/
Past Due
$27,890

Renego
tiated
$5,036

1,410

481

2,640

526

1,034

334

1,683

414

At December 31, 1977, there were no commitments for additional funds on the above loans.
TEXAS COMMERCE BANCSHARES INC.
Notes to Financial Statements
Note 5—Loans and Related Assets
• • • •

Of Texas Commerce’s loans and related assets, approximately 1.3% at December 31, 1977 and
1.6% at December 31, 1976 were earning at less than normal rates. These non-performing loans and
related assets were comprised of (a) loans for which the accrual of interest has been discontinued and
all previously accrued but unpaid interest has been reversed because of doubt about the ability of the
borrower to pay principal or interest, (b) loans for which the interest rate has been reduced to less
than normal rates due to a serious weakening in the borrower’s financial condition, and (c) properties
which have been acquired in lieu of loan balances due and are awaiting disposition. Information
concerning non-performing loans and related assets is presented in the following table (in thousands of
dollars):

Non-accrual loans ..............
Renegotiated rate loans ....
Other real estate ...............
Total ...........................

46

Interest at
Interest Recorded
Balances
as Income
December 31 December 31 Contractual Rates
1977
1977
1976
1977
1976
1976
$18,691
$14,696
$134
$1,816
$2,403
$333
155
9,386
16,104
1,036
1,351
278
11,802
11,898
1,099
926
$39,879
$289
$42,698
$3,951
$4,680
$611

THE WACHOVIA CORPORATION
N o te s to F i n a n c ia l S ta te m e n ts

Note C—Loans and Foreclosed Real Estate
• • • •
The Bank had loans on a nonaccrual basis amounting to $395,559 at December 31, 1977, and
$3,376,520 at December 31, 1976. The contractual rate of interest was reduced below market on loans
having a total outstanding principal amount of $12,801,700 at December 31, 1977, and $13,792,486 at
December 31, 1976. The Corporation’s mortgage subsidiary had discontinued accruing interest on
loans of $1,159,921 at December 31, 1977, and $5,574,417 at December 31, 1976. The total amount of
interest accrued on the above loans was $774,378 and $589,375 in 1977 and 1976, respectively. Assum
ing no adjustment to the interest accruals, interest income on such loans would have amounted to
$1,363,591 in 1977 and $1,874,873 in 1976.

TRANSFER OF ASSETS OR EQUITY INTERESTS

Ten examples are presented of troubled-debt restructurings in which the restructuring was
accomplished by the debtor transferring assets or equity interests to the creditor. The examples
are classified according to whether they pertain to accounting by debtors or creditors and whether
the company is a real estate investment trust (REIT) or a non-REIT. All the examples presented
apparently comply with Statement No. 15 except that the REIT still uses “net realizable value”
instead of “fair value,” as called for under the Statement, in accounting for property transferred
and received. Earnings per share disclosures have been omitted from the examples presented
when the disclosures are not included in the debt footnote.
CREDITORS (NON-REITS)
AMERICAN MOTOR INNS, INCORPORATED
Notes to Financial Statements
(8) Gain (Loss) Resulting From Property Dispositions, Net
• • • •
In March 1976, the Company sold all of the shares of common stock of the subsidiary operating the
San Juan property for $1,145,000, resulting in a loss before income tax effect of $970,000. The
operating loss related to this property for the period prior to the sale was $354,000. The Company
received cash of $200,000 and notes aggregating $945,000 which were to be paid over ten years.
Due to the poor operations and the deteriorating financial condition of the property, the Company
accepted a settlement of these notes during 1977, which resulted in the Company’s receipt of $260,000
in cash and a new note for $191,000. Included in the provision for doubtful notes for 1977 is $610,000
related to the settlement of these notes.

THE CHASE MANHATTAN CORPORATION
Notes to Financial Statements
Transactions with Chase Manhattan Mortgage And Realty Trust
The Bank acts as advisor on a fee basis for Chase Manhattan Mortgage And Realty Trust (the
Trust), a publicly held real estate investment trust, which encountered significant difficulties as a
result of unfavorable economic conditions in the real estate industry. There was no advisory fee
income recorded by the Bank in 1977 and 1976 in respect of the performance of the Trust in those
years. Neither the Parent Company, nor any of its subsidiaries, including the Bank, owns any of the
shares of the Trust. As part of the arrangements relating to the July 1977 restructured agreement
referred to below, the Trust’s creditor banks received warrants, expiring June 30, 1987, to purchase a
total of 14,705,512 common shares of the Trust at an exercise price of $2.25 per share, of which the
Bank received warrants to purchase 3,326,716 such shares. As a national banking association, the
Bank has no legal power to exercise such warrants and may only dispose of such warrants to other
parties.
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At December 31, 1977, the Bank was a participant to the extent of $29,417,000 ($134,436,000 at
December 31, 1976) in a credit facility of $155,695,000 ($594,267,000 at December 31, 1976) extended
to the Trust by a group of banks. The original credit facility was restructured in October 1975 and
again effective in July 1977. The July 1977 restructured agreement with this group of banks provided
for a $100 million term loan and a $59.6 million revolving credit facility, which amounts were outstand
ing on the date of restructuring. Under the July 1977 restructured agreement, the term loan will
mature on, and all Trust borrowings under the revolving credit facility are required to be paid on or
before, December 31, 1981. A default under the July 1977 restructured agreement would occur if the
Bank’s advisory relationship with the Trust were terminated without the consent of at least 85% of the
Trust’s bank creditors, excluding the Bank.
The October 1975 restructured agreement provided for minimum interest at 2% per annum
effective April 1, 1975. The July 1977 restructured agreement provides for minimum interest at 6%
per annum, with additional interest payable only if supported by stated minimum additions to the
Trust’s net worth. The difference between the interest that the Bank would have been entitled to
receive on its credit facility to the Trust under the terms of the original credit agreement and the
interest earned by the Bank on the restructured credit facilities amounted to $2,396,000, before
applicable income taxes ($906,000, or 3 cents per common share, after applicable income taxes) for the
year ended December 31, 1977, and $8,027,000, before applicable income taxes ($3,112,000, or 10 cents
per common share, after applicable income taxes) for the year ended December 31, 1976.
The July 1977 restructured agreement was part of a complex business plan initiated by the Trust.
As implemented, the plan included a reduction in the Trust’s debt owed to creditor banks, including
the Bank, by cash payments by the Trust and by a swap of certain of the assets of the Trust in
exchange for debt reduction and cash from the creditor banks. In exchange for the assets received by
the Bank under the swap program, the Bank paid $3.7 million in cash and the Trust’s indebtedness to
the Bank was reduced by $55.2 million. The acquired assets were recorded on the Bank’s books at
their estimated fair market value. A portion of the cash paid by the Trust was applied by certain of the
creditor banks, including the Bank, as a reduction of debt to such banks equal to 125% of the amount
paid. In a related transaction, three additional loans were acquired by the Bank and were also
recorded on the Bank’s books at their estimated fair market value, resulting in a charge to operating
expenses of $1.9 million, before applicable income taxes, in 1977.
In accordance with the term s of the 1975 restructured agreement, the Trust entered into an
agreement with the Bank under which the Bank purchased from the Trust on August 28, 1975 sixteen
loans for an aggregate price of $160,663,000 and assumed all related commitments to make further
advances in the aggregate amount of $34,402,000. The loans were purchased at the Trust’s book value
(principal amount of loans plus accrued interest receivable on twelve loans then accruing interest) and,
in accordance with generally accepted accounting principles, were recorded on the books of the Bank
at their cost, which approximated estimated fair market value at the time of purchase. Under the
agreement, the purchase price was paid in installments through December 31, 1976. Interest paid to
the Trust on the balance outstanding during 1976 amounted to $6,750,000. The remaining carrying
value of loans purchased from the Trust on August 28, 1975 amounted to $107,969,000 and
$134,706,000 at December 31, 1977 and 1976, respectively. Of the sixteen loans purchased, at De
cember 31, 1977 seven loans had been paid in full, five loans amounting to $47,093,000 were accruing
interest, three loans amounting to $54,389,000 were in a nonaccrual status, and real estate property
acquired in satisfaction of one loan amounted to $6,487,000.
In December 1977, the Bank purchased from the Trust, at estimated fair market value, certain
residential mortgage loans and the Trust’s interest in an unsecured promissory note in which the Bank
also had an interest, for an aggregate purchase price of $2,507,000.

DE SOTO INC.
Notes to Financial Statements
K. Long-Term Note Receivable
On June 23, 1976, the Company sold most of the assets (consisting primarily of inventory and
property, plant and equipment) of its Ready-To-Finish Furniture operation to a company owned by a
group of former employes. Proceeds consisted of a nominal amount of cash plus notes totaling
$4,610,000 and bearing 8% interest. A reserve of $2,000,000 was provided in 1976 because of questions
concerning the collectibility of these notes. Principal payments of $850,000 were received.
In November, 1977 the remaining amounts due on the notes were settled with a $1,100,000 cash
payment and a note in the principal amount of $100,000 due February 28, 1978. The settlement
resulted in an additional $525,000 being charged to operations in 1977.

48

FINANCING AND FINANCE LEASING SUBSIDIARIES OF GATX CORPORATION
Notes to Financial Statements
Receivables and Other Finance Contracts of GATX International Finance Inc.: The severely
reduced world demand for shipping during the past several years, with the resultant depression in
freight rates, caused a number of customers to default on their mortgage agreements. As such
defaults occurred, it generally ceased recognizing income on the related contracts and has repossessed
a total of eight vessels to date under defaulted contracts. Six of these vessels have been trading on
short-term or spot-market charters.
The market studies conducted by GATX’s independent shipping consultants referred to on page
31 included an evaluation of the future trading probabilities of these eight vessels. It was concluded
that these vessels could not secure satisfactory intermediate or long-term charters in the near term
and the decision was made to adjust their carrying value to estimated net realizable value. Addition
ally, the allowances for possible losses on ship loans were increased due to the expectation that
customers will continue to experience cash flow problems for similar reasons. As noted previously,
even with these provisions, operating losses may continue for the near term.
As discussed on page 30, the provision made in 1977 in recognition of these conditions amounted
to $12,288,000 (the total provision for 1977 amounted to $14,120,000, no income tax effect) and
increased the allowances for possible losses to $20,450,000 at December 31, 1977 ($10,700,000 at
December 31, 1976). Realized losses were $4,400,000 and $6,700,000 during 1977 and 1976, respec
tively.
Included in the summary of operations are revenues (1977—$6,018,000; 1976—$2,799,000) and
operating expenses and depreciation (1977—$11,450,000; 1976—$2,936,000) resulting from the opera
tion of repossessed vessels (six vessels during 1977 and two vessels during 1976).

CREDITOR (REIT)
BUILDERS INVESTMENT GROUP
Notes to Financial Statements
Note 1—Organization and Summary of Significant Accounting Policies:
• • • •

Real Estate Acquired by Foreclosure (including deed in lieu of foreclosure)
Real estate acquired by foreclosure includes the Trust’s investments in the mortgage loans which
were secured by the foreclosed properties, plus the costs of securing title to and possession of the
properties. The excess of the carrying amount over the estimated net realizable value of properties
held for disposition is reflected in the allowance for investment losses. When the Trust elects to hold
foreclosed property as a long-term investment, the property is recorded at the lower of cost or net
realizable value and any excess of cost over net realizable value is charged to the allowance for
investment losses.
The Financial Accounting Standards Board has issued Statement Number 15, Accounting by
Debtors and Creditors fo r Troubled Debt Restructurings, which requires that real estate acquired by
foreclosure consummated subsequent to December 31, 1977 be recorded not at net realizable value as
was the case before December 31, 1977, but at its then fair value. The effect of this on the Trust will
relate principally to foreclosures on condominium projects in that such foreclosed properties will be
carried at fair value which will be substantially lower than the net realizable value at which such
investments are carried at September 30, 1977.
Allowance for Investment Losses
The allowance for investment losses is based on an evaluation by management of the recoverabil
ity of individual investments. This evaluation gives consideration to the facts and circumstances in
existence at the time of the evaluation and to reasonable probabilistic estimates of future economic
conditions and other relevant information. An allowance is provided if the carrying amount of an
investment (including recorded accrued interest) exceeds its estimated net realizable value. Esti
mated net realizable value means the estimated selling price a property will bring if exposed for sale in
the open market, allowing a reasonable time to find a purchaser, reduced by (a) the estimated cost to
complete and improve such property to the condition used in determining the estimated selling price,
(b) the costs to dispose of the property, and (c) the estimated costs to hold the property to the
estimated point of sale, including interest carrying costs, property taxes, legal fees and other net cash
flow requirements of the project.
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The allowance for investment losses is charged for the excess of the carrying amounts of an
investment over net realized value when the Trust incurs a loss from the disposition of an investment.
The decision to hold foreclosed property as a long-term investment will also result in a charge to the
allowance for investment losses in those instances where the estimated net realizable value of the
property, which becomes the new basis for the property, is less than the carrying amount of the
investment.
Contingent Interest
Contingent interest expense (as described in Note 6) is not accrued or considered in determining
the effective rate of interest used in computing the amount of interest carrying costs for calculating
the allowance for investment losses because the Trust believes that contingent interest will result only
from extraordinary gains arising from swap transactions.
Sales of Real Estate
The Trust is on a cost recovery basis of accounting for each project. Therefore, no revenue is
recognized from project sales until all costs are recovered.
• • • •

Expenditures Related to Real Estate Owned and Depreciation
Expenditures which substantially extend the life of assets or materially improve such assets are
capitalized. Expenditures for ordinary repairs and maintenance of operating properties are charged to
operations.
Operating properties are depreciated generally by the straight-line method over the estimated
useful lives of the assets, which range from 10 to 40 years.
• • • •

Note 2—Investments:
Real Estate Owned
Accumulated depreciation applicable to real estate aggregated $1,816,561 and $1,357,774 as of
September 30, 1977 and 1976, respectively.
Mortgage Loans
An analysis of the Trust’s investments in mortgage loans other than permanent mortgages on
individual residential units at September 30, 1977, is as follows:
Property Type
Commercial ...........
Hotel/Motel ...........
Residential for rent
Residential for sale.
Land .......................

Investment Amount
$37,474,362
11,584,107
2,532,011
18,866,756
17,313,532
$87,770,768

At September 30, 1977 the Trust’s investment in a land purchase-leaseback (included in mortgage
loans) in the amount of $5,000,000 was subordinated to a first mortgage on the land and improvements
thereon, and mortgage loans in the amount of approximately $8,100,262 were also subordinate to the
aforementioned first mortgage.
At September 30, 1977 interest was being accrued on mortgage loans with balances aggregating
$14,025,000 at rates ranging between 5% to 9%.
At September 30, 1977 the Trustees had authorized and initiated foreclosure on 13 mortgage
loans with an aggregate investment balance of $56,763,153 (see Note 1 regarding evaluation of proper
ties acquired by foreclosure subsequent to December 31, 1977). Three of these mortgage loans (with
an aggregate balance of $8,003,067 at September 30, 1977) are with borrowers who have filed petitions
for arrangements under Chapters X, XI or XII of the Bankruptcy Act. The Trust is in the process of
taking the legal action necessary to have these properties released from bankruptcy so the Trust can
continue its foreclosure. Where appropriate, the Trust has provided an allowance for losses on the
properties involved in bankruptcies. However, it is not possible to determine when the properties will
be released from the bankruptcy proceedings and additional investment losses may occur as a result of
such proceedings.

50

Substantially all of the Trust’s mortgage loan investments (other than permanent mortgages on
individual residential units) which were not in the process of foreclosure at September 30, 1977 were
at one time in default and were subsequently modified by the Trust in lieu of foreclosure.
The Trust or its borrowers are involved in legal and administrative proceedings with government
agencies and other parties regarding zoning or other matters affecting four investments with an
aggregate carrying amount of $7,340,889. The outcome of these proceedings could ultimately have a
detrimental impact on the value of the properties in dispute. However, based on the current status of
these proceedings, it is not practicable to determine the final resolution of these matters, and no
provision has been made for losses which may result from these proceedings.
Permanent Mortgages on Individual Residential Units
Permanent mortgages on individual residential units which aggregated $22,104,634 at September
30, 1977, were then yielding approximately 8% annually.
Note 4—Allowances for Investment Losses:
Based on management’s continuing review of the individual investments in the Trust’s portfolio,
an allowance for investment losses has been provided using the principles explained in Note 1. By the
end of fiscal 1977 the Trust formulated a plan which considers its operating properties as being held
not for sale, but as long-term investments. In harmony with this plan, it was deemed appropriate to
account for operating properties using the principles described in Note 1. The September 30, 1977 net
realizable values of such properties become their new bases, in accordance with generally accepted
accounting principles for long-term investments. Subsequent increases in market value will not be
recorded until the time of a later exchange transaction which confirms the amount of any increase.
The allowance for investment losses was computed using numerous estimates and indicators of
value. Although this allowance reflects management’s best estimate of losses, adjustments to the
allowance may be necessary in the future due to conditions in the real estate industry which are
different than those presently assumed in management’s review, to adverse developments for projects
which were not completed or operational at September 30, 1977, or to other factors which could affect
management’s or a borrower’s plans for a project.
Certain-teed Products Corporation (which organized the Trust and controlled the Trust’s former
adviser, Housing Securities, Inc.) has agreed to indemnify the Trust for losses up to $6,500,000 on
certain real estate loans. (See Note 8 for details regarding the indemnification agreement.) This
indemnification has been included in the calculation of the allowance for investment losses.
The following is an analysis of the allowance for investment losses during the years ended
September 30, 1977 and 1976.

Balance at beginning of year........................................................ ......
Provision for investment losses:
Amounts provided during the period...................................... ......
Adjustment to reduce to fair market value assets
sold to lending banks
Amounts related to assets swapped, sold or written o f f ......... ......
Amounts related to assets written down to
net realizable value:
Commercial properties.............................................................. .
Hotel/motel properties...............................................................
Residential for rent properties................................................

Year ended September 30,
1977
1976
$75,000,000
$65,000,000
28,105,511

18,535,256

13,600,000
41,705,511
(43,705,511)

3,700,000
22,235,256
(12,235,256)

(3,042,987)
(3,528,520)
(5,438,402)
(55,715,420)
$60,990,091

—

—
(12,235,256)
$75,000,000

Of the total provision for investment losses, $25,078,462 was provided in the nine-month period
ended June 30, 1977, and the remaining balance of $16,627,049 was provided in the fourth quarter of
1977.
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The allowance for investment losses was allocated to investment categories as follows, and the
major components of the allowances at September 30, 1977 are as follows:

Residential for sale...............
Land ......................................
Mortgage loans.....................
Permanent mortgages..........
Miscellaneous receivables.....
Total ......................................

Excess of esti
mated project
costs over esti
mated sales
proceeds
$22,299,187
14,269,099
18,256,693
1,699,517
987,732
$57,512,228

Estimated
operating
deficiencies
$

—

1,022,716
—
—
$1,022,716

Estimated
interest
carrying costs
$1,050,119
762,400
642,628
—
—
$2,455,147

Total
$23,349,306
15,031,499
19,922,037
1,699,517
987,732
$60,990,091

The estimated holding periods for which interest-carrying costs have been provided at September
30, 1977 range from one to six years with a weighted average of approximately three years. Interestcarrying costs have been calculated using the rates specified by the Combined Debt agreements (see
Note 6).

DEBTORS (NON-REITS)
GROLIER INCORPORATED
Notes to Financial Statements
1. Restructuring of Long-Term Debt
The Company had the following long-term indebtedness at December 31, 1977 and 1976. At
December 31, 1976, all indebtedness was classified as current because at that time the Company was
not in compliance with various provisions of several of its loan agreements, entitling holders to declare
such debt due and payable.
(Dollars in thousands)
Senior notes (face amount $78,350,000 less unamortized
discount of $2,437,000)
Institutional debt
6⅜% amended Swiss franc notes due 1987
(face amount SF 89,100,000)
6⅜% Swiss franc notes due 1979 (face amount SF 1,000,000 in 1977
and SF 100,000,000 in 1976)
13% debentures due 2002 (face amount $28,400,000 less
unamortized discount of $5,680,000)
4¼% debentures due 1987
9½% debentures due 1991
8¾% debentures (Eurodollars) due 1986
Less current portion

1976

1977
$ 75,913
—

$

_
115,550

44,835
503

40,950

22,720
4,076
3,411
11,746
163,204
6,662
$156,542

22,500
30,000
12,748
221,748
221,748
$ -

Restructuring. On December 15, 1977, the Company executed a series of agreements which
resulted in a restructuring of substantially all of the Company’s debt and capital structure. The
purpose of this restructuring was to avoid bankruptcy proceedings by reducing the principal amount
of debt outstanding, reducing annual debt service requirements and establishing a positive stockhold
ers’ equity.
Major elements of the restructuring were as follows:
a)
Institutional debt of $113,350,000 (after a payment of $2,200,000 on May 16, 1977) was ex
changed for $78,350,000 face amount of senior notes, 350,000 shares of series A preferred stock and
2,649,615 shares of common stock.
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b) In accordance with the terms of an exchange offer to the holders thereof, SF 99,000,000 of 6⅜%
Swiss franc notes due 1979 were exchanged for SF 89,100,000 of 6⅜% amended Swiss franc notes due
in installments to 1987.
c) In accordance with the terms of a public exchange offer, $17,821,000 of 4¼% debentures and
$26,589,000 of 9½% debentures were exchanged for $28,400,000 of 13% sinking fund debentures and
2,045,140 shares of common stock.
d) The 30,789 shares of outstanding 5% cumulative preferred stock together with unpaid cumula
tive dividends thereon were exchanged for 7,697 shares of series A preferred stock and 61,578 shares
of common stock.
Accounting Treatment. The senior notes, amended Swiss franc notes and series A preferred stock
issued in the restructuring were valued at their face or redemption value because it was not possible to
establish a fair market value for these securities. The common stock and 13% sinking fund debentures
were valued at their approximate market value ($1.00 per share and $800 per $1000 principal amount,
respectively) based on transactions on public securities markets. The amount assigned to senior notes
was subsequently reduced by $2,650,000, representing the market value of common stock issued to
the institutional debtholders, thereby stating debt and equity securities issued in exchange for the
institutional debt at an aggregate amount equal to the carrying value of such debt at the date of
restructuring.
The components of the extraordinary gain on restructuring are as follows:
(Dollars in thousands)
Reduction in face amount of Swiss franc notes
Face value of 4¼% debentures and 9½% debentures in excess
of fair value of 13% debentures and common
stock exchanged therefor
Writeoff of costs related to restructuring including previously
deferred financing charges

$ 4,795

19,645
(4,240)
$20,200

The income from the restructuring is not taxable for Federal income tax purposes. Therefore, the
Company’s net operating loss carryforwards have not been reduced and no taxes have been provided.
Senior Notes. The senior notes include $69,184,000 issued by the Company and $9,166,000 issued
by Grolier International, Inc. and guaranteed by the Company. The notes bear interest at 1% above
prime (within a range of 7% to 10%) and require annual principal payments of $3,500,000 in 1978 and
1979, $4,250,000 in 1980 and $5,000,000 thereafter. Interest accrued is not payable until the principal
balance of the notes is reduced to $40,000,000 and is payable in maximum annual amounts of
$3,000,000 thereafter while the notes and series A preferred stock remain outstanding. Accrued
interest on the senior notes, amounting to $4,819,000 at December 31, 1977, has been reflected in the
accompanying balance sheet at its present value based upon the Company’s estimate of when such
interest will become payable.
In accordance with the underlying agreement, the Company is required to compute its net cash
available annually. This amount generally represents 75% of the net cash flow of the Company after
provision for all scheduled principal and interest payments on indebtedness. To the extent there is net
cash available, 70% thereof is applied as additional principal payments of the senior notes and 30% is
applied as redemption of the series A preferred stock. The Company had net cash available of $247,000
at December 31, 1977.
There are a number of significant restrictive covenants under the agreement, including a prohibi
tion against the payment of dividends on common stock while any senior notes or series A preferred
stock remain outstanding, and prohibitions against incurring additional debt (with certain exceptions)
or prepaying existing debt. Additionally, the Company is required to maintain a positive consolidated
stockholders’ equity of at least $1,000,000. These covenants, together with the requirement to allocate
a substantial portion of the Company’s cash flow to repayment of debt and redemption of preferred
stock will be a significant restriction on the future growth and operations of the Company.
Swiss Franc Notes. The 6⅜% amended Swiss franc notes and the 6⅜% Swiss franc notes are
issued by Grolier International, Inc. and are guaranteed by the Company.
Under the terms of the amended Swiss franc loan agreement, total annual payments of principal
and interest of approximately $4,500,000 are due in quarterly installments. Any decrease in the
relationship of the value of the U.S. dollar to the Swiss franc increases the amount of U.S. dollars
required to pay interest in Swiss francs in any given year and therefore reduces the principal repay
ment. Principal payments of approximately $1,993,000 are due in 1978. From 1979 through 1982
principal payments would be approximately $1,600,000 annually and from 1983 through 1986 would be
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approximately $3,000,000 annually. In 1987 the Company will be required to pay the balance which
would be approximately $24,000,000. The Company anticipates that it will be required to refinance the
1987 payments, the terms of which refinancing may be subject to approval of its senior noteholders.
The amended Swiss franc loan agreement contains restrictive covenants which are generally
similar to restrictive covenants under the senior notes.
The 6⅜% Swiss franc notes of SF 1,000,000, equivalent to $503,000 at the December 31, 1977 rate
of exchange, are payable on June 15, 1979.
The Company has translated its Swiss franc loan obligation into dollars at the rate of one Swiss
franc equivalent to $.5032 and $.4095 at December 31, 1977 and 1976, respectively. Principal payments
through 1987 have been computed at the 1977 year-end rate. In early 1978 the dollar has continued to
weaken significantly against the Swiss franc.
13% Debentures. The 13% sinking fund debentures due in 2002 aggregating $28,400,000 are
redeemable at the option of the Company at 113% of the principal amount before November 15, 1978,
and thereafter at declining amounts to par. The indenture provides for the establishment of a sinking
fund commencing in 1983, plus the non-cumulative option for the prepayment of a like amount,
requiring annual payments sufficient to redeem the following percentages of the amount of debentures
outstanding on November 15, 1978:1983 through 1987—1%; 1988 through 1997—5%; and 1998 through
2001—9%.
4¼% Debentures. The remaining 4¼% convertible subordinated debentures are due November 1,
1987 and are convertible into common stock at the option of the holders until November 1, 1987 at a
price of $27.23 per share, subject to certain antidilution adjustments. The debentures are redeemable
at the option of the Company at 101.75% of the principal amount on or before October 31, 1978, and
thereafter at declining amounts to par. The debentures are subordinated to all present and future
senior indebtedness, as defined. The Company has sufficient principal amount of debentures on hand
to satisfy all sinking fund requirements.
9½% Debentures. The 9½% sinking fund debentures due in 1991 are redeemable at the option of
the Company at 106.5% of the principal amount on or before May 31, 1978 and thereafter at declining
amounts to par. The indenture provides for the establishment of a sinking fund commencing in 1978.
The Company has sufficient principal amount of debentures on hand to satisfy sinking fund require
ments through 1989.
8¾% Debentures (Eurodollars). The 8¾% debentures (Eurodollars) due 1986, issued by Grolier
International, Inc., are unconditionally guaranteed by Grolier Incorporated. The indenture provides
for annual sinking fund payments as follows: 1978—$996,000; 1979 and 1980—$1,000,000; 1981 to
1983—$1,250,000; 1984 and 1985—$1,500,000; and 1986—$2,000,000. The debentures are redeemable
at the option of the Company beginning in 1979 at 101% of the principal amounts, and thereafter at
declining amounts to par.
Annual Maturities. The approximate annual maturities of long-term debt for each of the next five
years are as follows (assuming payment of 6⅜% amended Swiss franc notes based upon rates of
exchange in effect at December 31, 1977 and excluding any payments from net cash available):
1978—$6,489,000; 1979—$6,603,000; 1980—$6,850,000; 1981—$7,850,000; and 1982—$7,850,000.

IHOP CORP.
Notes to Financial Statements1
1. Reorganization
On September 16, 1976 the Shareholders of International Industries, Inc. (I.I.I.) approved a
reorganization in which I.I.I. became a wholly-owned subsidiary of IHOP Corp., a Delaware Corpora
tion (the Company) which was formed to participate in the reorganization. Concurrent with the
reorganization and merger, I.I.I. changed its name to International House of Pancakes, Inc. In the
reorganization, shares of the common stock of the Company were exchanged for all of the issued and
outstanding shares of I.I.I.’s Series A preference stock (including dividend arrearages of $10,611,000
at the date of approval), Series B, C and L preference stock and common stock. Pursuant to the
Second Supplement to Credit Agreement dated June 10, 1976, I.I.I.’s secured lenders agreed that,
concurrently with consummation of the reorganization, they would exchange $22,000,000 in debt and
$4,078,000 in accrued but unpaid interest for shares of common stock of the Company. The exchanges
were made in the following ratios:
—nine dollars in debt and interest for one share of the Company’s common stock
—one share of Series A preference stock for one share of the Company’s common stock
—three shares of Series B, C, or L preference stock for one share of the Company’s common stock
—fifteen shares of I. I.I. common stock for one share of the Company’s common stock
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The accounting for the exchange of lender debt for the Company’s common stock is as follows:
August 28,
1977
Conversion of Lender Debt:
Current portion ..............................................................
Long-term portion .........................................................
Accrued in te re st.............................................................
Unamortized debt expense ...........................................
Issuance of 2,897,556 shares of the Company’s common
stock par value $1.00, quoted market value $3.00
per share ........................................................................
Expenses of reorganization .............................................
Gain on extinguishment of d e b t.......................................

August 29,
1976
$ 4,217,000
17,783,000
4,078,000
(220,000)
25,858,000

$ 200,000
200,000
$(200,000)

8,693,000
575,000
9,268,000
$16,590,000

The $200,000 (loss) reported in 1977 related to additional costs incurred (primarily legal fees)
which had not been provided for in the estimated costs of reorganization at August 29, 1976.
All references to common stock were adjusted to give effect to the reorganization as of August 29,
1976.
The effect of the reorganization has been recorded in the financial statements as of August 29,
1976. Had the reorganization been consummated at the beginning of fiscal 1976 and effect been given
to the reductions in interest expense, amortization of debt expense and Series C premium, pro forma
income from continuing operations before income taxes and extraordinary item would have been
$313,000, $.06 per share, for the year ended August 29, 1976.
Working capital deficits of $6,127,000 and $8,721,000 existed as of August 28, 1977 and August 29,
1976 after giving effect to the reorganization. It is anticipated that the working capital deficiency will
continue for a considerable period of time; however, management believes that the cash flow gener
ated from continuing operations will be sufficient to meet the Company’s obligations as they come due.
• • • •

SCOTTISH INNS OF AMERICA, INC.
Notes to Financial Statements
Note 1—Bankruptcy Proceedings and Plan of Arrangement—On November 22, 1976, Scottish
Inns filed a petition for arrangement under Chapter XI of the Bankruptcy Act in the United States
District Court for the Eastern District of Tennessee Northern Division. A majority of the creditors
approved the company’s plan of arrangement, and it was confirmed by the court on June 15, 1977.
The Plan provides for the payment of administration expenses and priority claims in full and for
45% payment, as follows, to unsecured creditors in full settlement of their respective claims:
A. $.18 per $1.00 of Unsecured Indebtedness payable:
$.01 on June 15, 1977
$.05 on September 30, 1977
$.04 on September 30, 1978
$.04 on September 30, 1979
$.04 on September 30, 1980
B. $.27 per $1.00 of Unsecured Indebtedness payable on January 2, 1981, with advance annual
payments for the fiscal years ending August 31, 1978, 1979 and 1980 equal to 27% of annual
net income, if any, as defined in the plan.
Issuance of 128,206 shares of the company’s previously unissued common stock, representing one
share for each $10.00 of unsecured indebtedness, was also required by the plan of arrangement.
Failure to make payments pursuant to the plan would be cause for the court to bankrupt the
company.
Disbursements of the June 15, 1977 $.01 payment and the September 30, 1977 $.05 payment have
been made to unsecured creditors, except to those creditors whose claims have been contested.
Issuance of Scottish Inns stock to creditors has been authorized and has been recorded as issued at the
mean between bid and ask prices as of June 15, 1977, date of the court confirmation.
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A summary of the unsecured claims of creditors and discharge of debt is as follows:
Unsecured Claims of Creditors
Payments Pursuant to Plan of Arrangement —
Cash
Stock—1 share per $10 of indebtedness (valued at $.875 per share)
Discharge of Debt
Imputed Interest on Payments Scheduled for Future Years
Administrative Expenses—primarily professional fees
Gain Recognized by Company

$1,452,780
620,874
112,180
733,054
719,726
119,660
(141,100)
$ 698,286

SELIGMAN & ASSOCIATES, INC.
Notes to Financial Statements
Note 7.
Mortgages and Land Contracts Payable:
The mortgages and land contracts bear interest at rates ranging from 7 to 10½ percent, and are
collateralized by certain inventories and completed rental apartment complexes with net book values
at July 31, 1977 aggregating $4,050,800 and $12,985,600, respectively.
• • • •

Included in mortgages and land contracts payable related to inventories is a purchase money
mortgage in the outstanding principal amount of $1,687,900 on which the principal and interest
payments approximating $2,000,000 are in arrears. In May 1976, the mortgage holder verbally agreed
to cancel the indebtedness and discharge the mortgage upon payment of approximately $1,500,000,
which the company tendered. However, to date, the mortgage holder has refused to accept the
payment and, instead, has demanded full payment of the total indebtedness, claiming that the com
pany’s tender of the settlement amount was not timely and has instituted foreclosure proceedings. The
company intends to seek enforcement of the settlement arrangements agreed to by the parties and is
contesting the foreclosure.

DEBTOR (REIT)
BUILDERS INVESTMENT GROUP
Notes to Financial Statements
Note 5—Liquidity Pressures and Sales of Investments:
The Trust’s principal sources of cash are the revenues from operating properties, the proceeds of
the sale of condominiums to third party purchasers, the sale of investments, and to a minor degree
cash repayments of principal and interest from borrowers. However, because of general adverse
economic conditions and a lack of marketability of a number of the Trust’s investments in the current
real estate market, the Trust has experienced difficulties in obtaining sufficient funds to meet princi
pal and interest payments due on borrowings, operating expenses and investment funding require
ments. Accordingly, to continue operations, the Trust continued its plan to sell certain of the Trust’s
investments to lending banks, partly for cash and partly for cancellation of pre-existing indebtedness
(the asset swap program).
The following is a summary of the asset swap program during the years ended September 30,
1977 and 1976:
Year ended September 30,
1977
1976
Proceeds received:
Reduction of outstanding borrowings, net of $5,600,210 and
$3,918,300 refinanced mortgages in 1977 and 1976, respectively . $119,683,344 $64,941,147
208,016
619,793
Forgiveness of accrued interest .........................................................
21,051,093
7,483,229
C ash ........................................................................................................
793,118
399
Other, principally notes and receivables ...........................................
141,735,571
73,044,568
Less—fair market value of investments including interest
(86,924,561) (58,643,289)
and rents receivable (see Notes 1 and 4 ) ...........................................
Gain on sale of assets to lending banks ................................................. $ 54,811,010 $14,401,279
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The Trust obtained approval on January 26, 1977 from its lenders for a deferral until June 30, 1977
of a portion of the principal payments due on December 31, 1976 ($5,000,000) and March 31, 1977
($5,000,000). Under the partial deferral arrangement, the Trust would (a) continue payment of in
terest when due on December 31, 1976 and March 31, 1977, (b) pay $1,000,000 in principal on each due
date of December 31, 1976 and March 31, 1977 or shortly thereafter as cash became available from the
asset swap program, and (c) pay the aggregate remaining principal amounts ($8,000,000) by June 30,
1977. The Trust has since paid $1,000,000 in principal for each due date of December 31, 1976 and
March 31, 1977 and paid the remaining deferred principal amount of $8,000,000 on July 26, 1977.
Additionally, the Trust obtained approval from its lenders of a Waiver and Consent dated June
30, 1977 which, in addition to curing several technical defaults, waives all mandatory amortization
payments due on Combined Debt until June 29, 1978, subject to the Trust making payments on the
tenth business day of each calendar month equal to the amount by which balances in permitted cash
accounts exceed $1,500,000 at the close of business on the last business day of the immediately
preceding calendar month exclusive of the first $5,000,000 which may then be on deposit in a comple
tion account. The Trust may request that advances be made from the completion account to complete
construction of certain of the Trust’s investments. If on or before June 29, 1978 the Trust shall have
made payments in an amount at least equal to $15,000,000, the waiver of mandatory amortization
payments shall be extended to March 31, 1979.
Although the Trust has obtained the aforementioned waiver of principal amounts there is no
assurance that the deferred amounts can be paid on a timely basis on June 29, 1978. Furthermore, it is
not certain that the Trust will have sufficient funds generated by operations to meet principal and
interest payments on borrowings due on June 29, 1978 and subsequent thereto, operating expenses
and investment funding requirements and, therefore the continuation of the Trust as a going concern
is dependent upon the realization of cash through asset swaps, the sale of condominiums and other
investments and improved operations of income producing properties and/or the further deferral of
principal and interest payments due on June 29, 1978 and subsequent thereto.
The accompanying financial statements have been prepared on the basis of accounting principles
applicable to a going concern. Accordingly, they do not purport to give effect to adjustments, if any,
that may be necessary should the Trust be unable to continue as a going concern and, therefore, be
required to sell or liquidate its assets and satisfy its liabilities, contingent obligations (including
contingent notes payable of $11.0 million) and commitments in other than the normal course of
business and in amounts different from those in the accompanying financial statements.
Note 6—Borrowings:
A summary of the Trust’s long-term borrowings is as follows:
September 30,
1977
1976
Long-term borrowings:—
Combined Debt:
Senior term loan agreement................................................ ........ $120,274,438
Senior subordinated term loan agreem ent........................ ........
11,295,304
Variable rate amortizing subordinated debentures.......... ........
27,914,000
Junior subordinated term loan agreement,
payable in Swiss francs ................................................... ........
10,070,417
169,554,159
Independent notes.................................................................... ........
2,660,294
172,214,453
Mortgage notes payable.......................................................... ........
15,910,528
$188,124,981

$245,498,853
24,887,143
27,753,000
10,113,100
308,252,096
4,371,324
312,623,420
11,561,114
$324,184,534

See Note 5 regarding curing of certain technical defaults and waiving of mandatory amortization
payments. See Note 10 regarding debt reduction resulting from asset swaps occurring subsequent to
September 30, 1977.
Details Regarding Combined Debt
The Combined Debt matures on September 30, 1983, and bears interest at mandatory as well as
contingent rates. Mandatory interest, which is payable quarterly, is at the rate of 1% to September
30, 1977, thereafter through September 30, 1979 at 2%, thereafter through September 3 0 , 1980 at 3%,
and thereafter through September 30, 1983 at 115% of the alternate base rate, but not less than 6%
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nor more than 9%. The alternate base rate is defined as the higher of the base rate charged by First
National City Bank on 90-day unsecured loans to responsible and substantial commercial borrowers or
½ of 1% above the published dealer-placed commercial paper rate. However, if the capital and residual
claims deficit of the Trust is greater than ($1,160,348) at the end of the month preceding any quarter
end, mandatory interest for that quarter will be computed at ½ of 1%. During the year ended
September 30, 1977, the mandatory interest rate was 1% except for the quarter ended June 30, 1977,
when interest was ½ of 1%.
Each year contingent interest, which is calculated at 125% of the alternate base rate less manda
tory interest, will become a liability of the Trust to the extent there is available net income. (Available
net income is defined as 75% of net income before taxes but after mandatory interest and certain other
adjustments, which percentage declines from 75% to 50% at the rate of one percentage point for each
1% reduction of the principal amount of Combined Debt after the first 25% reduction of such debt.)
For fiscal 1978 and subsequent years, contingent interest will be calculated at 50% of available net
income.
To the extent available net income for any fiscal year exceeds contingent interest for that year,
excess available net income will be applied first to contingent interest not accrued in previous years,
approximately $35,000,000 at September 30, 1977, and then to the contingent notes in the amount of
$11,028,847 representing accrued interest payable in the event of bankruptcy. From October 1, 1980
to September 30, 1983 Combined Debt will be entitled to contingent interest only when 115% of the
alternate base rate exceeds 9%. Contingent interest is payable after all principal of Combined Debt is
paid or on September 30, 1983, whichever occurs first. Based on the Trust’s current operating
projections, it does not expect to become liable for any significant contingent interest payments as a
result of operations. However, there may be contingent interest liabilities arising from gains resulting
from swap transactions.
Principal payments for Combined Debt are due as follows:
Year ending
September 30,
1978 ....................................................................................................
1979 ....................................................................................................
1980 ....................................................................................................
1981 ....................................................................................................
1982 ....................................................................................................
1983 ....................................................................................................

$15,000,000
35,000,000
20,000,000
15,000,000
15,000,000
69,554,159
$169,554,159

The Combined Debt at September 30, 1977 is secured by assets of the Trust having a gross
carrying value, as defined by the Pledge and Security agreement, at least equal to the outstanding
amount of Combined Debt and contains covenants and restrictions which limit the ability of the Trust
to incur additional indebtedness, sell assets (except pursuant to the asset swap program), pledge its
assets, make new investments, acquire properties, pay any dividends, redeem any of its shares or
amend its Declaration of Trust or Bylaws. The loan agreements also contain provisions which limit the
amount of funds that the Trust may expend in connection with its existing portfolio. These restrictive
covenants may be waived by the holders of more than 50% of the Combined Debt.
The Combined Debt agreements formalized the Trust’s asset swap program and established
guidelines for negotiation and approval of swaps.
Contingent Notes Payable in the Event of Bankruptcy
Under the terms of the Combined Debt agreements accrued interest under prior agreements was
recalculated. Accrued interest of $28,303,204 was converted to contingent notes payable in the event
of bankruptcy or if available net income exceeds certain amounts as previously discussed. This
$28,303,204 was included as interest expense in the statement of operations for the year ended
September 30, 1975. During the years ended September 30, 1977 and 1976, contingent notes payable
in the event of bankruptcy decreased by $11,630,423 and $5,643,934, respectively (credited to accumu
lated deficit) as a result of the asset swap program (see Note 5) and principal amortization payments.
Other Matters Regarding Long-Term Debt
The Trust’s liability for the junior subordinated term loan agreement payable in Swiss francs and
the independent notes payable in Swiss francs has been translated into U.S. dollars at the rate of
exchange in effect at the balance sheet date. (See Note 10 regarding asset swap subsequent to
September 30, 1977.)
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The independent notes in the amount of $2,660,294 at September 30, 1977 were issued to satisfy
amounts owing to certain subordinated creditors who did not participate in the debt restructuring
plan. The independent notes bear interest at 1%, are payable in equal monthly installments through
October 1978, and are unsecured. (See Note 10 regarding asset swap subsequent to September 30,
1977.)
The mortgage notes payable in the amount of $15,910,528 are secured by 15 properties with a net
book value of $21,338,293 as of September 30, 1977. These mortgages bear interest at rates from 1% to
10% and mature at various dates between April 1977 and March 1996.
Note 10—Subsequent Events (Asset Swap):
On October 5, 1977, the Trust sold properties to lending banks in conjunction with the asset swap
program (see Note 5) for cancellation of $13,397,000 of variable rate amortizing subordinated deben
tures, $10,070,417 of junior subordinated debt and cancellation of the remaining $2,660,294 of Inde
pendent Notes (see Note 6). A resultant gain of $18,666,630 will be reported as an extraordinary
credit (see Note 1), net of contingent interest of $9,333,315 and taxes payable of $4,479,991. However,
the Trust has available net operating loss carry-forwards to offset the resultant taxes. As a result of
this transaction there was an increase in Capital and Other Residual Claims of $9,333,315.
Extraordinary Gain
An extraordinary gain is recognized to the extent that consideration received (forgiveness of
outstanding indebtedness and cash proceeds) from the asset swap program exceeds the fair market
value of the assets sold to lending banks. The fair market value of assets sold is derived pursuant to
Staff Accounting Bulletin No. 5 of the Securities and Exchange Commission (see Note 4). Future
contingent interest liabilities associated with gains arising from swap transactions will be charged
thereagainst.
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APPENDIX A
OPINION NO. 26 OF THE ACCOUNTING PRINCIPLES BOARD
Early Extinguishment of Debt
OCTOBER 1972
INTRODUCTION

1. D ebt is frequently extinguished in various ways before
its scheduled maturity. Generally, the amount paid upon reac
quisition of debt securities will differ from the net carrying
am ount of the debt at that time. This Opinion expresses the
views of the Accounting Principles Board regarding the appro
priate accounting for that difference.
2. Applicability. This Opinion applies to the early extin
guishment of all kinds of debt. It supersedes C hapter 15 of
ARB No. 43 and Paragraph 19 of APB Opinion No. 6. How
ever, this Opinion does not apply to debt that is converted
pursuant to the existing conversion privileges of the holder.
Moreover, it does not alter the accounting for convertible debt
securities described in APB Opinion No. 14. This Opinion
applies to regulated companies in accordance with the provi
sions of the Addendum to APB Opinion No. 2, Accounting for
the “Investment Credit,” 1962.
3. Definitions. Several terms are used in this Opinion as
follows:
a. Early extinguishment is the reacquisition of any form of
debt security or instrum ent before its scheduled m aturity
except through conversion by the holder, regardless of
w hether the debt is viewed as term inated or is held as
so-called “treasury bonds.” All open-market or mandatory
reacquisitions of debt securities to meet sinking fund re
quirements are early extinguishments.
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b. N et carrying amount of debt is the am ount due at m a
turity, adjusted for unamortized premium, discount, and
cost of issuance.
c. Reacquisition price of debt is the am ount paid on early
extinguishment, including a call premium and miscel
laneous costs of reacquisition. If early extinguishment is
achieved by a direct exchange of new securities, the reac
quisition price is the total present value of the new
securities.
d. Difference as used in this Opinion is the excess of the
reacquisition price over the net carrying am ount or the
excess of the net carrying amount over the reacquisition
price.
DISCUSSION

4. Current practice. Early extinguishment of debt is usually
achieved in one of three w ays: use of existing liquid assets, use
of proceeds from issuance of equity securities, and use of
proceeds from issuing other debt securities. The replacement
of debt w ith other debt is frequently called refunding.
5. Differences on nonrefunding extinguishments are gen
erally treated currently in income as losses or gains. Three
basic methods are generally accepted to account for the dif
ferences on refunding transactions:
a. Amortization over the remaining original life of the ex
tinguished issue
b. Amortization over the life of the new issue
c. Recognition currently in income as a loss or gain.
Each method has been supported in court decisions, in rulings
of regulatory agencies, and in accounting literature.
6. Amortization over life of old issue. Some accountants
believe that the difference on refunding should be amortized
over the remaining original life of the extinguished issue. In
effect, the difference is regarded as an adjustm ent of the cash
cost of borrowing that arises from obtaining another arrange-
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m ent for the unexpired term of the old agreement. Therefore,
the cost of money over the remaining period of the original
issue is affected by the difference that results upon extinguish
m ent of the original contract. Early extinguishment occurs
for various reasons, but usually because it is financially ad
vantageous to the issuer, for example, if the periodic cash
interest outlay can be reduced for future periods. Accordingly,
under this view the difference should be spread over the u n 
expired term of the original issue to obtain the proper periodic
cost of borrowed money. If the m aturity date of the new issue
precedes the m aturity date of the original issue, a portion of
the difference is amortized over the life of the new debt and
the balance of the difference is recognized currently in income
as a loss or gain.
7. Amortization over life of new issue. Some accountants
believe that the difference on refunding should be amortized
over the life of the new issue if refunding occurs because of
lower current interest rates or anticipated higher interest rates
in the future. Under this view, the principal motivation for
refunding is to establish a more favorable interest rate over
the term of the new issue. Therefore, the expected benefits
to be obtained over the life of the new issue justify amortization
of the difference over the life of the new issue.8*
8. Recognition currently in income. Some accountants b e
lieve a difference on refunding is similar to the difference on
other early extinguishments and should be recognized cur
rently in income in the period of the extinguishment. This view
holds that the value of the old debt has changed over time and
that paying the call price or current market value is the most
favorable way to extinguish the debt. The change in the market
value of the debt is caused by a change in the market rate of
interest, but the change has not been reflected in the accounts.
Therefore, the entire difference is recorded when the specific
contract is term inated because it relates to the past periods
when the contract was in effect. If the accountant had fore
seen future events perfectly at the time of issuance, he would
have based the accounting on the assumption that the m aturity
value of the debt would equal the reacquisition price. Thus,
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no difference upon early extinguishment would occur because
previous periods would have borne the proper interest expense.
Furtherm ore, a call premium necessary to eliminate an old con
tract and an unam ortized discount or premium relate to the
old contract and cannot be a source of benefits from a new debt
issue. For example, a larger (or smaller) coupon rate could
have been set on the old issue to avoid an unam ortized discount
(or prem ium ) at issuance. W hen such debt originally issued
at par is refunded, few accountants maintain that some portion
of past interest should be capitalized and w ritten off over the
remaining life of the old debt or over the life of the new debt.
9. Another argum ent in favor of current recognition of the
difference as gain or loss is also related to market forces b ut is
expressed differently. If debt is callable, the call privilege is
frequently exercised when the market value of the bonds as
determ ined by the current yield rate exceeds the call price. A
loss or gain is recognized on extinguishing the debt because
an exchange transaction occurs in which the call or current
m arket value of the debt differs from its net carrying amount.
For example, the m arket value of the debt ordinarily rises as
the m arket rate of interest falls. If market values were recorded
as the market rate of interest fluctuates, the changes in the
m arket value of the debt would have been recorded period
ically as losses or gains. The bond liability would not exceed
the call price.10*
10. On the other hand, some accountants holding views
opposing current recognition of the difference in income be
lieve that recognizing the difference as gains or losses may
induce a company to report income by borrowing money at
high rates of interest in order to pay off discounted low-rate
debt. Conversely, a large potential charge to income may dis
courage refunding even though it is economically desirable;
the replacement of high cost debt with low cost debt may
result in having to recognize a large loss. Thus, a company may
show higher current income in the year of extinguishment
while increasing its economic cost of debt and lower current
income while decreasing its economic cost of debt. For these
reasons, these accountants favor deferral.
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11. Extinguishm ent of convertible debt. Accountants have
expressed differing views regarding accounting for the extin
guishment of convertible debt. In APB Opinion No. 14, which
is directed in part to accounting for convertible debt at time
of issue, the Board concluded that no portion of the proceeds
from the issuance of the types of convertible debt securities
defined in the Opinion should be accounted for as attributable
to the conversion feature. In reaching that conclusion, the
Board placed greater w eight on the inseparability of the debt
and conversion option and less weight on practical difficulties.
The Board em phasized that a convertible debt security is a
complex hybrid instrum ent bearing an option the alternative
choices of which cannot exist independently of one another.
The holder ordinarily does not sell one right and retain the
other. Furtherm ore, the two choices are mutually exclusive; the
holder cannot exercise the option to convert unless he foregoes
the right to redem ption, and vice versa. Therefore, APB O pin
ion No. 14 implies that (except for conversion) a difference
on extinguishing convertible debt needs to be recognized in the
same way as a difference on extinguishment of debt w ithout
conversion features.
12. The various views expressed on how to account for the
extinguishment of convertible debt to some extent reflect the
same attitudes as to the nature of the debt at time of issue as
were considered in APB Opinion No. 14. Thus, some account
ants believe tha a portion of the proceeds at issuance is attrib 
utable to the conversion feature. If the convertible debt is later
extinguished, the initial value of the conversion feature should
then be recorded as an increase in stockholders’ equity. The
balance of the difference would, under that view of the trans
action, be a gain or loss in income of the period of extinguish
ment. 13*
13. Some accountants m aintain that the intent of issuing
convertible debt is to raise equity capital. A convertible debt
is therefore in substance an equity security, and all the differ
ence on extinguishing convertible debt should be an increase
or decrease of paid-in capital.
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14. Another view is that the market price th at gives rise
to the difference reflects both the level of interest rates on
debt and the prices of the related common stock or both. Those
expressing this view believe that if the effects of these factors
can be identified at the time of extinguishment, the difference
attributable to the interest rate should be accounted for as
gain or loss in income, and that the difference attributable to
the market price of the issuer’s common stock should be ac
counted for as an increase or decrease in paid-in capital.
15. Some accountants believe that the accounting for a
difference on extinguishment of convertible debt depends on
the nature of the security at the time of extinguishment. Events
after time of issue may provide evidence that a convertible debt
is either still debt in substance or equity in substance. Under
this view the purchase price on extinguishment provides the
best evidence as to whether the security is essentially debt or
equity. Convertible debt that is selling below the call or re
demption price at time of extinguishment is essentially debt;
the difference should be a gain in current income. Moreover, if
convertible debt has a coupon rate that exceeds the current
market rate of interest and clearly causes the issue to trade at
a premium as a debt instrument, the difference on extinguish
ment should be a loss in current income. On the other hand,
if convertible debt is selling above the call or redem ption price
because of the conversion privilege, it is essentially a common
stock. In effect, market forces have transformed a debt instru
ment into an equity security, and the extinguishment provides
an explicit transaction to justify recognizing that the convert
ible debt is in substance a common stock equivalent. Those
who hold this view believe that accounting should report the
substance of the transaction rather than its form; convertible
debt need not be converted into common stock to demonstrate
that the extinguishment transaction is equivalent to a purchase
of common stock for retirement. 16
16. Economic nature of extinguishment. In many respects
the essential economics of the decision leading to the early
extinguishment of outstanding debt are the same, regardless
of whether such debt is extinguished via the use of the existing
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liquid assets, new equity securities, or new debt. That is, the
decision favoring early extinguishment usually implies that the
net present value of future cash inflows and outflows is maxi
mized by extinguishing the debt now rather than by letting
it run to maturity. The savings may be in lower cash interest
costs on a new debt issue, in increased earnings per share of
common stock if the assets are not earning the interest rate
on the outstanding debt, or in some other form. The essential
event is early extinguishment. Under this view, the difference
is associated with extinguishing the existing debt and is ac
counted for the same regardless of how extinguishment is
accomplished.
17. To illustrate that view, assume that three firms each
have long-term debt outstanding with ten years remaining to
maturity. The first firm may have excess cash and no invest
m ent opportunities that earn a rate of return higher than the
cash savings that would ensue from immediately extinguishing
the debt. The second firm may wish to replace the debt with a
similar issue bearing a lower coupon rate. The third firm may
have excessive debt and may w ant to replace the debt with a
new issue of common stock. The underlying reason for the early
extinguishment in all three cases is to obtain a perceived eco
nomic advantage. The relevant comparison in the replacement
of debt with other debt is w ith the costs of other debt. The
comparison in other cases is with other means of financing.
The means by which the debt is extinguished have no bearing
on how to account for the loss or gain.
OPINION

18. The following conclusions of the Board are based
primarily on the reasoning in paragraphs 8, 9, 11, 16, and 17.
19. Reduction of alternatives. The Board concludes that
all extinguishments of debt before scheduled maturities are
fundamentally alike. The accounting for such transactions
should be the same regardless of the means used to achieve
the extinguishment.
20. Disposition of amounts. A difference between the re-
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acquisition price and the net carrying am ount of the extin
guished debt should be recognized currently in income of the
period of extinguishment as losses or gains and identified as
a separate item.1 The criteria in APB Opinion No. 9 should be
used to determine w hether the losses or gains are ordinary or
extraordinary items. Gains and losses should not be amortized
to future periods.
21. Convertible d eb t. The extinguishment of convertible
debt before m aturity does not change the character of the
security as between debt and equity at that time. Therefore,
a difference between the cash acquisition price of the debt and
its net carrying amount should be recognized currently in in
come in the period of extinguishment as losses or gains.
EFFECTIVE DATE

22. This Opinion shall be effective for all extinguishments of
debt occurring on or after January 1, 1973. Extinguishment
transactions are considered to be term inated events similar to
that set forth in paragraph 16 of APB Opinion No. 20 and as
such, extinguishments that were previously recorded in fiscal
years ending before January 1, 1973 should not be adjusted.
However, the accounting for refunding transactions that have
been previously reported in the fiscal year in which December
31, 1972 occurs may be retroactively restated to comply with
the provisions of this Opinion.
The Opinion entitled “Early Extinguishm ent
of D ebt” was adopted by the assenting votes
of fifteen members of the Board, of whom
three, Messrs. Cummings, Ferst, and Gellein,
assented with qualification. Messrs. Defl iese,
W att, and W ear dissented.
Messrs. Cummings and Ferst assent to the issuance of this
Opinion because it will reduce alternatives in accounting for
1
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If u p o n e x tinguishm ent of d e b t, th e parties also exchange u n sta te d ( or sta te d )
rights or privileges, th e p o rtion of th e consideration e xchanged allocable to
such u n sta te d (o r sta te d ) rights or privileges should b e given a p p ro p ria te
acco u n tin g recognition. M oreover, extinguishm ent transactions b e tw ee n re 
lated entities m ay be in essence c ap ital transactions.

extinguishments of long-term debt which are fundamentally
alike. They object, however, to the conclusion in paragraph 21
that extinguishment of convertible debt gives rise to an income
charge for the entire difference between the acquisition price
and its carrying amount under all circumstances. In their view
when convertible debt is traded at amounts which are clearly
attributable to the value of the securities into which it is con
vertible, the acquisition of such debt by the issuing company
is in substance an acquisition of its treasury stock. Paragraph
21 mandates the unnecessary process of first converting the
debt and then acquiring the stock in order to reflect the finan
cial reality inherent in the transaction.
Mr. Gellein assents to issuance of the Opinion but disagrees
w ith the conclusion expressed in paragraph 18 that all extin
guishments of debt before scheduled maturities are funda
mentally alike. He believes that some debt retirements which
are accompanied by concurrent borrowings have economic
purposes and results different from other debt retirements, and
that the accounting should in these limited cases recognize
these differences. W here a concurrent borrowing and retire
ment is planned, for example, to take advantage of a relatively
low market rate of interest, or to avoid an anticipated increase,
he believes that there is in substance a substitution of debt and
that the “difference” between the reacquisition price and the
net carrying amount of the retired debt should be charged or
credited, as the case may be, to income over the remaining
term of the retired debt. He believes that in such a situation
the difference, w hether charge or credit, arises from an eco
nomic circumstance and an action the result of which is to
cause the periodic interest expense to be virtually unchanged
during the remaining life of the retired debt. Amortizing the
“difference” over the remaining life of the retired debt will
show that result; the accounting recommended in paragraph
19 will not.
Mr. Defliese dissents to this Opinion because it fails to re
quire recognition of the economic effects associated w ith an
early extinguishment of debt designed to yield a profit. In his
view such a payment, w hether from borrowed funds ( debt re
funding) or from working capital ( equity refunding), is essen-
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tially in every case a refunding at a higher cost of money ( over
the remaining original te rm ) than that of the debt being pre
paid, equivalent to an arbitrage with a predeterm ined net
profit consisting of the difference between the discount from
par and the future increased interest differential. He believes
th at omission of a provision for this added interest cost over
states the profit in the year of prepaym ent and shifts the inter
est burden to future periods. W hen the added cost is not
known, or cannot be reasonably estimated, the entire discount
should be allocated ratably over the remaining original term
to offset such cost, in which case the net profit is spread over
the remaining term. Similarly, when debt is refunded at a
premium in order to take advantage of lower current or future
rates, the premium should be deferred and charged appro
priately to the periods benefited.
Mr. W att dissents to this Opinion, for the reasons set forth
in paragraphs 6 and 10, because it requires gain or loss to be
recognized currently in income of a difference between the
reacquisition price and the net carrying amount of the extin
guished debt in a refunding situation. He also dissents, for
the reason set forth in paragraph 15, because it requires a loss
to be recognized on the retirem ent of a convertible debt that is
obviously trading on its common stock characteristics. To him
this Opinion is a classic example of narrowing alternative ac
counting principles in a limited area to a point where the use
of different accounting principles to accommodate entirely
different circumstances calling for different results has now
been proscribed.
Mr. W ear dissents to this Opinion because, in his view, it
does not develop a persuasive and convincing argum ent that
all extinguishments of debt before scheduled maturities are
fundamentally alike.
He believes there are important differences in refunding
situations, for the reasons described in paragraph 6, and where
convertible debt is involved, for the reasons set forth in para
graph 15.
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NOTES*
O p i n i o n s o f the A c c o u n t i n g Principles B o a r d present the conclusions
o f at least two-thirds o f the m e m b e r s o f the B o a r d .
B o a r d O p i n i o n s n e e d not b e appl i e d to i m m a t e r i a l items.
C o v e r i n g all possible conditions a n d c i r c u m s t a n c e s in a n O p i n i o n o f
the A c c o u n t i n g Principles B o a r d is usually impracticable. T h e s u b 
stance o f transactions a n d the principles, guides, rules, a n d criteria
des c r i b e d in O p i n i o n s s h o u l d control the a c c o u n t i n g f o r transactions
not expressly covered.
Unless otherwise stated, O p i n i o n s o f the B o a r d are not i n t e n d e d to
b e retroactive.
R u l e 2 0 3 o f the Institutes Rules o f C o n d u c t prohibits a m e m b e r f r o m
expressing his o pinion that financial statements are p r e s e n t e d in c o n 
f o r m i t y wi t h generally a c c e p t e d a c c o u n t i n g principles if the statements
d e p a r t in a material respect f r o m s u c h principles unless h e c a n d e 
m o n s t r a t e that d u e to u n u s u a l c i r c u m s t a n c e s application o f the princi
ples w o u l d result in misleading s tat e m e n t s — in w h i c h case his report
m u s t describe the d e p a r t u r e , its a p p r o x i m a t e effects, if practicable,
a n d the reasons w h y c o m p l i a n c e w i t h the established principles w o u l d
result in misleading statements.
P u r s u a n t to resolution o f Council, this O p i n i o n o f the A P B estab
lishes, until s u c h time as they are expressly s u p e r s e d e d b y action o f
F A S B , a c c o u n t i n g principles w h i c h fall within the provisions o f R u l e
2 0 3 o f the Ru l e s o f C o n d u c t .

Accounting Principles Board 1972

L. D e f l i e s e
Chairman
D o n a l d J. B e vis
A l b e r t J. Bows
P h il ip

M
L

M . B roeker

il t o n
eo

E. B u r g e r

Jo seph P. C
Robert

L.

O

scar

N

ew m an

G

F

u m m in g s
erst

e l l e in

T. H

R obert H

am pton

III

onald

C

harles

B. H

ellerson

C

harles

T. H

orngren

L

o u is

D

a v id

G

eorge

lenn

ayes

M . K essler
N

A llan W
G

J. H

,

D

orr

C. W

a tt

ear

A. W

elsch

a lvorson

*Changed to conform to adoption as revised in APB Opinion No. 28, May 1973.

71

APPENDIX B
STATEMENT OF FINANCIAL ACCOUNTING STANDARDS NO. 4
Reporting Gains and Losses From Extinguishment of Debt
an amendment of APB Opinion No. 30

MARCH 1975
IN T R O D U C T IO N A N D B AC KG RO UN D IN F O R M A T IO N

1. APB Opinion No. 26, “ Early Extinguishment of D ebt,”
became effective for extinguishment of debt occurring on or
after January 1, 1973. Paragraph 19 of th at Opinion states
“th at all extinguishments of debt before scheduled maturities
are fundamentally alike. The accounting for such transactions
should be the same regardless of the means used to achieve
the extinguishm ent.” Paragraph 20 of the same Opinion
states th at “a difference between the reacquisition price and
the net carrying am ount of the extinguished debt should be
recognized currently in income of the period of
extinguishment as losses or gains and identified as a separate
item. . . . The criteria in APB Opinion No. 9 [ ‘Reporting the
Results of Operations’] should be used to determine whether
the losses or gains are ordinary or extraordinary items. Gains
and losses should n o t be amortized to future periods.”
2. APB Opinion No. 30, “ Reporting the Results of
Operations,” became effective for events and transactions
occurring after September 30, 1973 and superseded APB
Opinion No. 9 with respect to the determ ination of
extraordinary items. APB Opinion No. 30 and the related
Accounting Interpretation issued by the AICPA staff (see
The Journal o f Accountancy, November 1973, pages 82-84)
can be read literally to preclude classifying most if not all
gains or losses from early extinguishment of debt as an
extraordinary item in the income statement. The Board has
observed that in those cases coming to its attention where a
gain or loss from early extinguishment of debt has been
reported in an income statem ent to which APB Opinion No.
30 was applicable, the gain or loss was included in income
before extraordinary items.
3. Since the effective date of APB Opinion No. 30, the
Board has had inquiries regarding th at Opinion because
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application o f the criteria, especially as illustrated in the
related AICPA A ccounting Interpretation, appears to
preclude classifying gains or losses from m ost transactions or
events as extraordinary item s in the incom e statem ent. Many
respondents to the B oard’s July 12, 1 973 request for views
concerning APB Opinions and A ccounting Research Bulletins
suggested that the conclusions o f APB Opinion No. 26
relating to early extinguishm ent o f debt be reconsidered.
Since that tim e, concern also has been expressed to the Board
with respect to the accounting for extinguishm ent o f debt at
its scheduled maturity date or later because the authoritative
accounting pronouncem ents do not address that issue. In
addition, the Securities and Exchange Commission and others
have expressed concern to the Board about including gains
and losses from extinguishm ent o f debt in the determ ination
o f incom e before extraordinary item s in the incom e
statem ent.
4. The Board considered carefully the suggestions that APB
Opinion No. 26 be reconsidered and concluded that the
issues extend beyond APB Opinion No. 26 and could involve
APB Opinion No. 14, “ A ccounting for Convertible D ebt and
D ebt Issued with Stock Purchase Warrants,” and APB
Opinion No. 21, “ Interest on Receivables and Payables,” and
could extend to exchanges or sales and related purchases o f
similar m onetary assets. The Board concluded that the
pervasiveness o f those issues makes broad reconsideration o f
all these O pinions and the other related issues a more
com prehensive undertaking than can be accom plished in the
near future. The Board also considered carefully the
questions raised with respect to APB Opinion No. 30 and
concluded that there is insufficient experience under that
Opinion to warrant a general reconsideration o f the criteria
set forth therein at this tim e.
5. Prior to the issuance o f the Exposure Draft o f this
Statem ent, the Board had been considering an Interpretation
o f APB Opinion No. 26 that would have specified disclosure
requirements regarding gains and losses from extinguishm ent
o f debt, but that course o f action was changed when it
becam e clear to the Board that the incom e statem ent
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classification of gains or losses on extinguishment of debt
also required attention. The Board believes th at an immediate
response is needed to the concern expressed regarding income
statem ent classification of gains and losses from certain
extinguishments of debt. Further, the Board continues to
believe that guidelines are needed regarding disclosures
related to certain debt extinguishments because a review of a
number of financial statements by the FASB staff indicates
that disclosures often have been unclear, particularly with
regard to the income tax effects.
6. The Board has concluded th at on the basis of existing data
it can make an informed decision on the narrow issues
identified in paragraph 5 w ithout a public hearing and that
the effective date and transition requirements set forth in
paragraphs 11 and 12 are advisable.
7. This Statem ent applies to regulated enterprises in
accordance with the provisions of the Addendum to APB
Opinion No. 2, “ Accounting for the ‘Investment Credit.’ ”

STA N DA RD S OF F IN A N C IA L A C C O U N TIN G A N D R EPORTING

Income Statement Classification

8. Gains and losses from extinguishment of debt that are
included in the determination of net income shall be
aggregated and, if material,1 classified as an extraordinary
item, net of related income tax effect. That conclusion shall
apply whether an extinguishment is early or at scheduled
maturity date or later. The conclusion does not apply,
however, to gains or losses from cash purchases of debt made
to satisfy current or future sinking-fund requirem ents.2
1See the first sentence of paragraph 24 of APB Opinion No. 30.
2Some obligations to acquire debt have the essential characteristics of
sinking-fund requirements, and resulting gains or losses are not required
to be classified as extraordinary items. For example, if an enterprise is
required each year to purchase a certain percentage of its outstanding
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Those gains and losses shall be aggregated and the am ount
shall be identified as a separate item.
Disclosure

9. Gains or losses from extinguishment of debt that are
classified as extraordinary items should be described
sufficiently to enable users of financial statements to evaluate
their significance. Accordingly, the following inform ation, to
the extent not shown separately on the face of the income
statem ent, shall be disclosed in a single note to the financial
statements or adequately cross-referenced if in more than one
note:
a) A description of the extinguishment transactions,
including the sources of any funds used to extinguish debt
if it is practicable to identify the sources.
b) The income tax effect in the period of extinguishment.
c) The per share am ount of the aggregate gain or loss net of
related income tax effect.
Amendment to Existing Pronouncement

10. This Statem ent amends APB Opinion No. 30 only to the
e x te n t th at classification of gains or losses from
extinguishment of debt as an extraordinary item pursuant to
the first two sentences of paragraph 8 of this Statem ent shall
be made w ithout regard to the criteria in paragraph 20 of
that Opinion.
Effective Date and Transition

11. This Statem ent shall be effective for extinguishments
occurring after March 31, 1975, except that it need not be
bonds before their scheduled m aturity, the gain or loss from such
purchase is no t required to be classified as an extraordinary item . D ebt
m aturing serially, how ever, does n ot have the characteristics of
sinking-fund requirem ents, and gain or loss from extinguishm ent of
serial debt shall be classified as an extraordinary item.
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applied to extinguishments occurring on or after April 1,
1975 pursuant to the terms of an offer or other com m itm ent
made prior to th at date. Application to all extinguishments
occurring during a fiscal year in which April 1, 1975 falls is
encouraged. Retroactive application to extinguishments
occurring in prior fiscal years is encouraged but not required.
12. Although the requirements of this Statem ent may be
applied retroactively, such application is not intended to
change the accounting for amounts deferred on refundings of
debt that occurred prior to the effective date of APB Opinion
No. 26 or the income statem ent classification of the
amortization of those amounts.

The provisions of this Statement need
not be applied to immaterial items.
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This Statem ent was adopted by the affirmative votes o f
six members o f the Financial Accounting Standards Board.
Mr. Kirk dissented.
Mr. Kirk dissents because he believes th at extinguishments of
debt are reportable transactions th at seldom, if ever, warrant
e x t r a o r d i n a r y i t e m t r e a t m e n t . In m a n y cases,
extinguishments are neither unusual nor infrequent. In most
cases, they are certainly no more extraordinary than other
unusual or infrequent gains and losses for which APB
Opinion No. 30 prohibits extraordinary item classification.
That Opinion sharply restricted — for good reasons — the
types of gains and losses that may be identified as
extraordinary items and reported on a net-of-tax basis, and
Mr. Kirk can see no inherent characteristic of debt
extinguishments th at justifies overriding the criteria in APB
Opinion No. 30. He believes th at disclosures, like those
required by paragraph 20 of APB Opinion No. 26 and
paragraph 26 of APB Opinion No. 30, are sufficient to
prevent a financial statem ent user from being misled. In his
view, accounting standards cannot satisfy everyone’s
perception of economic reality, but they should at least be
logically consistent in their result. Mr. Kirk believes that this
Statem ent fails in th at regard and may well encourage
piecemeal erosion of APB Opinion No. 30.

Members o f the Financial Accounting Standards Board:
Marshall S. Armstrong, Chairman
Oscar S. Gellein
Donald J. Kirk
A rthur L. Litke
Robert E. Mays
Walter Schuetze
Robert T. Sprouse
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Appendix A

SU M M A R Y OF C O N SID E R A TIO N OF COMMENTS
ON EXPOSURE D R A FT

13. In response to the request for comments on the
Exposure Draft issued January 31, 1975, the FASB received
and considered 120 letters in its deliberations on this
Statement. Certain of the comments and the FASB’s
consideration of them are summarized in paragraphs 14-17.
1 4 . F o r a variety of reasons, many respondents
recommended th at the FASB n o t adopt the Exposure Draft
as a final Statement. Some respondents recommended that
APB Opinion No. 26 and related issues be reconsidered.
Others recommended th at the criteria for determining
extraordinary items as set forth in APB Opinion No. 30 be
reconsidered. The Board concluded n o t to address these
issues for the reasons stated in paragraph 4.
15. Some respondents suggested th at the proposals in the
Exposure Draft, if adopted, would result in erosion of the
criteria in APB Opinion No. 30 for determining extraordinary
items. However, this Statem ent is neither an amendment nor
an interpretation of the criteria for classifying and reporting
an event or transaction as an extraordinary item as set forth
in paragraph 20 of that Opinion. Rather, the Board is
proscribing the application of those criteria to certain
extinguishments of debt in the same way that the application
of those criteria has been proscribed with respect to the
realization of tax benefits from an operating loss
carryforward and to certain profits or losses resulting from
the disposal of a significant part of the assets or a separable
segment acquired in a business combination accounted for as
a pooling of interests.3 The Board recognizes th at the
application of the criteria in APB Opinion No. 30 to
extinguishments of debt would seldom, if ever, require that
resulting gains and losses be classified as extraordinary items.
3See paragraph 7 of APB Opinion No. 30.
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In issuing this Statem ent requiring that a gain or loss from
certain debt extinguishm ents be classified as an extraordinary
item in the incom e statem ent, the Board is neither m odifying
the criteria set forth in that Opinion nor intending to start a
piecem eal revision o f those criteria. Although as a result o f
this Statem ent questions may be raised regarding the
application o f the criteria for determ ining extraordinary
item s pursuant to A P B O p i n i o n N o . 3 0 , the Board has
concluded that, on balance, this Statem ent represents a
practical and reasonable solution to the question regarding
incom e statem ent classification o f gains or losses from
extinguishm ent o f debt until such tim e as the broader issues
involved can be addressed.
16. Many respondents argued that gains and losses from
extinguishm ent
of
debt pursuant to sinking-fund
requirements should n o t be required to be classified as
extraordinary item s. The Board agrees primarily because
acquisitions for sinking-fund purposes are made to m eet
continuing contractual requirements assumed in connection
with the incurrence o f the debt. 17
17. In addition to the fact that m any respondents
recom m ended that the Exposure Draft n ot be issued as a
final Statem ent, som e respondents objected to the proposal
that the Statem ent be applied retroactively. On further
consideration o f all the circum stances, the Board concluded
that application o f the Statem ent should be required on ly on
a prospective basis although retroactive application is
encouraged.
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APPENDIX C
STATEMENT OF FINANCIAL ACCOUNTING STANDARDS NO. 6
Classification of Short-Term Obligations Expected to Be Refinanced
an amendment of ARB No. 43, Chapter 3A

MAY 1975
INTRODUCTION AND BACKGROUND INFORMATION

1. Some short-term obligations are expected to be refinanced
on a long-term basis and, therefore, are n ot expected to
require the use of enterprise working capital during the
ensuing fiscal year. Examples include commercial paper,
construction loans, and the currently maturing portion of
long-term debt. Those obligations have been presented in
balance sheets in a num ber of ways, including the following:
(a) classification as current liabilities, (b) classification as
long-term liabilities, and (c) presentation as a class of
liabilities distinct from both current liabilities and long-term
liabilities.
2. For purposes of this Statement, short-term obligations are
those th at are scheduled to mature within one year after the
date of an enterprise’s balance sheet or, for those enterprises
th a t use the operating cycle concept of working capital
described in paragraphs 5 and 7 of Chapter 3A, “ Current
Assets and Current Liabilities,” of Accounting Research
Bulletin (ARB) No. 43, within an enterprise’s operating cycle
th at is longer than one year. Long-term obligations are those
scheduled to mature beyond one year (or the operating cycle,
if applicable) from the date of an enterprise’s balance sheet.
Refinancing a short-term obligation on a long-term basis
means either replacing it with a long-term obligation or with
equity securities or renewing, extending, or replacing it with
short-term obligations for an uninterrupted period extending
beyond one year (or the operating cycle, if applicable) from
the date of an enterprise’s balance sheet. Accordingly, despite
the fact th at the short-term obligation is scheduled to mature
during the ensuing fiscal year (or the operating cycle, if
applicable), it will n o t require the use of working capital
during th at period.

81

3. E xclusion o f som e sh o rt-te rm obligations fro m th e c u rre n t
liability classification has been su p p o rte d b y parag rap h 8 o f
C h ap ter 3A o f A R B No. 43 , w hich sta te s t h a t th e c u rre n t
liability classification “ is n o t in te n d e d to in clu d e a
c o n tra c tu a l obligation falling d u e a t an early d a te w hich is
ex p ected to be re fu n d e d .” In assessing w h e th e r a sh o rt-term
obligation is “ e x p e cte d to be re fu n d e d ,” en te rp rise intent to
refinance on a long-term basis an d its prior ability to
refinance its sh o rt-term obligations have som etim es been
considered su fficie n t fo r exclusion o f th e sh o rt-te rm
obligation fro m c u rre n t liabilities. In o th e r cases, future
ability to refin an ce as d e m o n stra te d by th e ex isten ce o f an
agreem en t fo r long-term financing has been view ed as
necessary.
4. SEC Accounting Series Release (A SR ) No. 148 , issued
N ovem ber 13, 1 9 7 3 , requires th a t com m ercial p a p e r and
o th e r sh o rt-term d e b t be classified as a c u rre n t liab ility unless
(a) th e b o rro w er has a n o n can celab le b in d in g ag reem en t fro m
a c re d ito r to refin an ce th e p a p e r o r o th e r sh o rt-te rm d e b t an d
(b) th e refin an cin g w o u ld e x te n d th e m a tu rity d a te b e y o n d
o n e y e a r (o r o p e ra tin g cycle, if longer) an d (c) th e b o rro w e r’s
in te n tio n is to exercise th is right.
5. Because o f th e diverse p ractices referred to in paragraphs
1 and 3 o f this S ta te m e n t and q u estio n s b ro u g h t to th e
B o a rd ’s a tte n tio n c o n c ern in g th e d ifferen ces b e tw e en th e
c riteria in parag rap h 8 o f C h a p te r 3A o f A R B No. 43 and
th o se in A SR No. 148 , th e B oard c o n c lu d e d th a t it sh o u ld
exam ine th e c rite ria fo r classification o f sh o rt-te rm
obligations th a t are e x p e c te d to be refin an ced o n a long-term
basis.
6. T he B oard c o n c lu d e d th a t o n th e basis o f e x istin g d a ta it
could m ake an in fo rm e d decision on th e classification o f
sh o rt-term obligations e x p e c te d to be refin an c e d w ith o u t a
public hearing. A n E x p o su re D ra ft o f a p ro p o se d S ta te m e n t
on “ C lassification o f S h o rt-T erm O bligations E x p e c te d to Be
R efin a n c e d ” was issued on N ov em b er 11, 1 9 7 4 . N in ety -tw o
lette rs w ere received in response to th e re q u e st fo r
co m m en ts. O n Ja n u ary 9 , 1 9 7 5 , th e B oard a n n o u n c e d th a t it
w ould n o t issue a final s ta te m e n t effective fo r fiscal p eriods
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en d in g D ecem b er 3 1 , 1 9 7 4 , as h ad been p ro p o se d in th e
E x p o su re D ra ft, to allow a d d itio n a l tim e fo r c o n sid e ra tio n o f
p o in ts raised in th e c o m m e n t le tte rs. A p p en d ix A describes
th e p rincipal changes fro m th e E x p o su re D ra ft an d also sets
fo rth th e basis f o r th e B o a rd ’s conclusions, in clu d in g
alternatives co n sid ered an d reasons fo r accep tin g som e a n d
rejectin g o th ers. E xam ples o f ap p licatio n o f th is S ta te m e n t
are p rese n ted in A p p en d ix B.

A P P L IC A B IL IT Y

7. T h e balance sheets o f m o st en terp rises show sep arate
classifications o f c u rre n t assets and c u rre n t liabilities
(co m m o n ly referred to as classified balance sh eets)
p e r m i t t i n g read y d e te rm in a tio n o f w orking cap ital.
E n terp rises in several specialized in d u stries (including
b roker-dealers an d fin an ce, real e sta te , and sto c k life
in surance com panies) fo r w hich th e c u rre n t/n o n c u rre n t
d istin c tio n is d eem ed in p rac tic e to have little o r n o relevance
p rep are unclassified balance sheets. T he stan d ard s established
b y th is S ta te m e n t ap p ly o nly w hen an en terp rise is p rep arin g
a classified balance sh e et fo r financial a c co u n tin g and
re p o rtin g purposes.

STA N DA RD S OF F IN A N C IA L A CC O U NTIN G A N D R EPORTING
Classification

8. S h o rt-term obligations arising fro m tra n sa ctio n s in th e
n o rm al course o f business t h a t are du e in c u sto m a ry term s
shall be classified as c u rre n t liabilities. T hose ob lig atio n s (as
described in th e seco n d sen ten ce o f p aragraph 7 o f C h a p te r
3 A o f ARB No. 43) are “ obligations fo r item s w hich have
e n te re d in to th e o p eratin g cycle, such as p ay ab les in c u rre d in
th e acq u isitio n o f m aterials an d supplies to be u sed in th e
p ro d u c tio n o f goods o r in providing services to be o ffe red fo r
sale; co llectio n s received in advance o f th e delivery o f goods
o r p e rfo rm a n c e o f s e rv ic e s;. . . a n d d e b ts w hich arise fro m
o p e ra tio n s d irectly rela te d to th e o p e ra tin g cycle, such as
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accruals fo r wages, salaries, com m issions, ren tals, ro y alties,
and incom e an d o th e r ta x e s .”
9. A sh o rt-term obligation o th e r th a n one classified as a
c u rre n t liability in acco rd an ce w ith paragraph 8 shall be
excluded from c u rre n t liabilities only if th e c o n d itio n s in
paragraphs 10 an d 11 are m e t.1
Intent to Refinance

10. T h e en terp rise in te n d s to refinance the obligation on a
long-term basis (see paragraph 2).
Ability to Consummate the Refinancing

11. T he e n te rp rise ’s in te n t to refin an ce th e sh o rt-te rm
obligation on a long-term basis is su p p o rte d by an a b ility to
co n su m m ate th e refinancing d e m o n stra te d in e ith e r o f th e
follow ing ways:
a)

Post-balance-sheet-date issuance of a long-term obligation
or equity securities. A fte r th e d a te o f an e n te rp ris e ’s

1Paragraph 8 of Chapter 3A, ARB No. 43, describes a circumstance,
unaffected by this Statement, in which obligations maturing within one
year would be excluded from current liabilities as follows: “The current
liability classification, however, is not intended to include . . . debts to
be liquidated by funds which have been accumulated in accounts of a
type not properly classified as current assets. . . . ” Footnote 1 to
paragraph 6(a) of Chapter 3A, ARB No. 43, describes another
circumstance, also unaffected by this Statement. Under that paragraph,
“funds that are clearly to be used in the near future for liquidation of
long-term debts, payments to sinking funds, or for similar purposes
should . . . be excluded from current assets. However, where such funds
are considered to offset maturing debt which has properly been set up
as a current liability, they may be included within the current asset
classification.” Accordingly, funds obtained on a long-term basis prior
to the balance sheet date would be excluded from current assets if the
obligation to be liquidated is excluded from current liabilities.
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balance sh e et b u t befo re t h a t balance sh e e t is issued, a
long-term oblig atio n o r e q u ity secu rities2 have been
issued f o r th e p u rp o se o f refin an cin g th e sh o rt-te rm
obligation on a long-term basis; o r
b) Financing agreement. B efore th e balance sh eet is issued,
th e en terp rise has e n te re d in to a financing ag reem en t t h a t
clearly p erm its th e en terp rise to refin an ce th e sh o rt-te rm
oblig atio n on a long-term basis o n term s t h a t are read ily
d e term in ab le, an d all o f th e follow ing c o n d itio n s are m et:
(i) T he ag reem en t does n o t expire w ith in one y e a r (o r
o p e ra tin g cycle — see p aragraph 2) fro m th e d a te o f
th e e n te rp rise ’s balance sh e et and d u rin g t h a t
p e rio d th e ag reem en t is n o t cancelable b y th e
len d e r o r th e p ro sp ectiv e len d e r o r in v esto r (and
obligations in cu rred u n d e r th e agreem en t are n o t
callable d u rin g th a t p erio d ) e x c e p t fo r v io latio n o f
a pro v isio n 3 w ith w hich com pliance is objectively
d e term in ab le o r m easu rab le.4
(ii) N o v io latio n o f an y provision in th e financing
ag reem en t exists a t th e balance-sheet d a te an d n o
available in fo rm a tio n in d icates th a t a v io latio n has
o c cu rred th e re a fte r b u t p rio r to th e issuance o f th e
balance sh eet, or, if on e exists a t th e balance-sheet
d a te o r has o ccu rred th e re a fte r, a w aiver has been
o b tain e d .
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(iii) T he len d e r o r th e p rospective len d e r o r investor
w ith w hich th e en terp rise has e n te re d in to th e
financing ag reem en t is e x p e cte d to be financially
capable o f h o n o rin g th e agreem ent.
12. If an e n te rp ris e ’s ab ility to co n su m m ate an in te n d e d
refinancing o f a sh o rt-te rm obligation on a long-term basis is
d e m o n stra te d b y post-balance-sheet-date issuance o f a
long-term o b lig atio n o r e q u ity securities (paragraph 1 1 (a)),
th e a m o u n t o f th e sh o rt-te rm oblig atio n to be ex clu d ed fro m
c u rre n t liabilities shall n o t exceed th e p roceeds o f th e new
long-term o b lig atio n o r th e e q u ity securities issued. I f ab ility
to refin an ce is d e m o n stra te d b y th e ex isten ce o f a financing
ag reem en t (paragraph 1 1 (b )), th e a m o u n t o f th e sh o rt-te rm
obligation to be e x c lu d e d fro m c u rre n t liabilities shall be
red u ced to th e a m o u n t available fo r refinancing u n d e r th e
agreem en t w h en th e a m o u n t available is less th a n th e a m o u n t
o f th e sh o rt-te rm ob lig atio n . T he a m o u n t to be ex clu d ed
shall be red u c e d fu rth e r if in fo rm a tio n (such as restric tio n s in
o th e r agreem ents o r restric tio n s as to tra n sfe ra b ility o f fu n d s)
in d icates t h a t fu n d s o b tain a b le u n d e r th e ag reem en t will n o t
be available to liq u id ate th e sh o rt-term obligation. F u rth e r, if
a m o u n ts t h a t co u ld be o b tain e d u n d e r th e financing
ag reem en t flu c tu a te (fo r exam ple, in relatio n to th e
e n te rp rise ’s needs, in p ro p o rtio n to th e value o f co llateral, or
in acco rd an ce w ith o th e r term s o f th e ag reem en t), th e
a m o u n t to be ex clu d ed fro m c u rre n t liabilities shall be
lim ited to a reasonable estim ate o f th e m in im u m a m o u n t
e x p e c te d to be available a t any d ate fro m th e sch ed u led
m a tu rity o f th e sh o rt-te rm oblig atio n to th e en d o f th e fiscal
y ear (o r o p eratin g cycle — see paragraph 2). If n o reaso n ab le
estim ate can be m ad e, th e en tire o u tsta n d in g sh o rt-te rm
obligation shall be in clu d ed in c u rre n t liabilities. 13
13. T h e en terp rise m ay in te n d to seek an altern ativ e so u rce
o f financing ra th e r th a n to exercise its rights u n d e r th e
existing ag reem en t w h en th e sh o rt-te rm oblig atio n becom es
due. T he en te rp rise m u st in te n d to exercise its rig h ts u n d e r
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th e existing ag reem en t, h ow ever, if th a t o th e r so u rc e does
n o t beco m e available.5
14. R ep lacem en t o f a sh o rt-te rm oblig atio n w ith a n o th e r
sh o rt-te rm obligation a fte r th e d a te o f th e balance sh e e t b u t
b efo re th e balance sh e e t is issued is n o t, by itself, su fficie n t
to d e m o n stra te an e n te rp ris e ’s ab ility to refin an c e th e
sh o rt-te rm obligation on a lon g -term basis. If, fo r e x a m p le,
th e rep la ce m e n t is m ad e u n d e r th e term s o f a revolving c re d it
ag reem en t th a t provides fo r renew al o r e x te n sio n o f th e
sh o rt-te rm obligation fo r an u n in te rru p te d p erio d e x te n d in g
b e y o n d one y e a r (o r o p e ra tin g cycle — see paragraph 2) fro m
th e d a te o f th e balance sh eet, th e revolving c re d it a g reem en t
m u st m e e t th e c o n d itio n s in paragraph 11(b ) to ju stify
ex cluding th e sh o rt-te rm o b lig atio n fro m c u rre n t liabilities.
S im ilarly, if th e rep la ce m e n t is a roll-over o f com m ercial
p a p e r acco m p an ied b y a “ sta n d -b y ” c re d it ag reem en t, th e
stan d -b y ag reem en t m u st m e e t th e c o n d itio n s in parag rap h
1 1 (b ) to ju stify exclu d in g th e sh o rt-te rm obligation fro m
c u rre n t liabilities.
Disclosure

15. A to ta l o f c u rre n t liabilities shall be p re se n te d in
classified balance sheets. If a sh o rt-te rm o b lig atio n is
ex clu d ed from c u rre n t liabilities p u rsu a n t to th e provisions o f
th is S ta te m e n t, th e n o te s to th e financial sta te m e n ts shall
in clu d e a general d e scrip tio n o f th e financing ag reem en t an d
th e te rm s o f any new o b lig atio n in cu rred o r e x p e c te d to be
in cu rred o r e q u ity securities issued o r e x p e cte d to be issued
as a resu lt o f a refinancing.

5The intent to exercise may not be present if the terms of the
agreement contain conditions or permit the prospective lender or
investor to establish conditions, such as interest rates or collateral
requirements, that are unreasonable to the enterprise.
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Amendments to Existing Pronouncement

16. The Board’s conclusions require deletion o f the
following words from the second sentence of paragraph 8 of
Chapter 3A, ARB No. 43: a contractual obligation falling due
at an early date which is expected to be refunded, or.
Footnote 4 and the reference to it in paragraph 8 of Chapter
3A are also deleted.
Effective Date and Transition

17. The provisions of this Statement shall be effective
December 31, 1975 and shall apply to balance sheets dated
on or after th at date and to related statements of changes in
financial position. Reclassification in financial statements for
periods ending prior to December 31, 1975 is perm itted but
n ot required.

The provisions o f this Statement need
not be applied to immaterial items.
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This Statem ent was adopted by the affirmative votes o f six
members o f the Financial Accounting Standards Board. Mr.
Mays dissented.
Mr. Mays dissents because this Statem ent permits the
exclusion of short-term obligations from current liabilities
under circumstances in which, in his view, such exclusion is
unwarranted. He believes th at the criteria for exclusion set
forth in the Statem ent tend to blur rather than to sharpen
the accounting concept of working capital.
He is of the opinion th at more restrictive criteria would
result in a more meaningful portrayal of current and
long-term cash requirements. He believes th at inform ation
concerning management’s ability and intent to refinance
certain of its obligations can be communicated in financial
statements by footnote disclosure or by disclosures within
the current liabilities section of the balance sheet. However,
those considerations, while im portant, should not be
perm itted to obscure the nature of the obligations
themselves.
In Mr. Mays’s opinion, classification of an obligation as a
current liability or as a long-term liability should be based on
the maturity date of the obligation, and only in exceptional
circumstances should the existence of a financing agreement
affect th at classification. Those circumstances would be (1)
the agreement is noncancelable by the lender (whereas the
Statem ent provides for reclassification even though the
lender may cancel if a provision of the agreement is violated);
and (2) the agreement is entered into for the stated purpose
of refinancing the particular short-term obligation (whereas
the Statem ent requires merely th at the agreement n ot
prohibit such refinancing); and (3) the enterprise fully
intends to refinance the obligation on a long-term basis under
the agreement (whereas the Statement provides for
reclassification even if the enterprise intends to seek other
sources of financing).
In Mr. Mays’s view, since the Statem ent permits general
lines of bank credit to be used to justify the exclusion of
unrelated short-term debt from current liabilities, logic would
suggest th at any solvent corporation with sufficient unused
borrowing capacity should be perm itted to exclude from
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current liabilities any kind of short-term obligation th at it
intends to refinance on a long-term basis. While not in
agreement with the criteria th at the Statem ent establishes,
given those criteria, he sees no logical basis for denying their
application to any short-term obligation, including those
payables for which reclassification is ruled out by paragraph
8 of the Statement.

Members o f the Financial Accounting Standards Board:
Marshall S. Armstrong, Chairman
Oscar S. Gellein
Donald J. Kirk
A rthur L. Litke
Robert E. Mays
Walter Schuetze
R obert T. Sprouse
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Appendix A

BASIS FOR CONCLUSIONS

18. This Appendix discusses factors deemed significant by
members of the Board in reaching the conclusions in this
Statement. Individual Board members gave greater weight to
some factors than to others. The Appendix also sets forth
suggestions made by those responding to the Exposure Draft
and reasons for accepting some and rejecting others.

SCOPE OF T H IS S TA TEM EN T

19. Some respondents indicated th at the Exposure Draft
appeared to require all enterprises to prepare a classified
balance sheet regardless of normal industry practice or other
justification for adopting a balance sheet format th a t does
not identify current assets and current liabilities. The
question of whether it is appropriate for an enterprise to
present an unclassified balance sheet is beyond the scope of
this Statement. Accordingly, paragraph 7 indicates th a t the
standards established by this Statem ent apply only if an
enterprise is preparing a classified balance sheet.
20. The Board also concluded th at it should not, as part of
this project, re-examine the accounting concept of working
capital described in detail in Chapter 3A of A R B No. 43.
Paragraph 7 of Chapter 3A defines current liabilities as those
whose liquidation “is reasonably expected to require the use
of existing resources properly classified as current assets, or
the creation of other current liabilities.” That paragraph goes
on to say th a t the current liabilities classification “is intended
to include obligations for items which have entered into the
operating cycle . . . and debts which arise from operations
directly related to the operating cycle. . . . ” Accordingly,
paragraph 8 of this Statem ent requires th at short-term
obligations arising from transactions in the normal course of
business that are to be paid in customary terms shall be
included in current liabilities. On the other hand, short-term
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obligations arising from the acquisition or construction of
noncurrent assets would be excluded from current liabilities
if the conditions in paragraphs 10 and 11 are met. Similarly,
short-term obligations not directly related to the operating
cycle — for example, a note given to a supplier to replace an
account payable th at originally arose in the normal course of
business and had been due in customary terms — would be
excluded if the conditions in paragraphs 10 and 11 are met.
This Statem ent does n o t specify disclosures relating to
short-term obligations th at are included in current liabilities,
although the Statem ent does make explicit th at a total of
current liabilities shall be presented in classified balance
sheets (see paragraph 15).

BALANCE SHEET C LA S SIFIC A TIO N

21. The alternative solutions considered by the Board with
regard to the question of how to classify a short-term
obligation th at is expected to be refinanced on a long-term
basis (see paragraph 2) ranged between:
a) A strict maturity-date approach under which all
obligations scheduled to mature within one year (or, in
certain cases, within an enterprise’s operating cycle)
would be classified as current liabilities regardless of any
intention to refinance on a long-term basis.
b) An approach based solely on management’s intention to
seek refinancing on a long-term basis w ithout requiring
evidence of the enterprise’s ability to do so.
22. The Board also considered alternatives within th at range.
Those alternatives all require th at the intent of the enterprise
to. refinance a short-term obligation on a long-term basis be
demonstrated by an ability to consummate the refinancing,
but they differ in terms of the conditions required to
demonstrate th at ability.
23. The Board rejected a strict m aturity-date approach
because the scheduled maturity date of an obligation is not
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necessarily indicative of the point in time at which th at
obligation will require the use of the enterprise’s funds.
Inclusion of all short-term obligations within the current
liability classification ignores the fact th at enterprises, for
sound economic reasons, often use commercial paper and
other short-term debt instruments as means of long-term
financing or th a t they often replace the currently maturing
portion of long-term debt with other long-term debt.
Borrowings under long-term revolving credit agreements and
borrowings backed by long-term stand-by credit agreements
are commonplace. A strict m aturity-date approach would
deny th at these borrowings are sometimes, in substance,
long-term financing. That approach would also result in a
major change in the concept of current liabilities described in
paragraph 7 of Chapter 3A of A R B No. 43 as “obligations
whose liquidation is reasonably expected to require the use
of existing resources properly classifiable as current assets, or
the creation of other current liabilities.”
24. The Board also rejected classification based solely on an
enterprise’s intention to seek refinancing on a long-term
basis. The Board concluded th at intent, while essential, is
insufficient to justify excluding a short-term obligation from
current liabilities. The intent of an enterprise is an essential
condition because w ithout intent to refinance there is a
presumption th at liquidation of the short-term obligation
would require the use of current assets or the creation of
other current liabilities. The existence of a financing
agreement, even one th at requires th at funds obtained
thereunder be used to liquidate the short-term obligation, is
irrelevant if the enterprise does not intend to refinance on a
long-term basis. In the Board’s judgment, however, intent
alone does not provide sufficiently objective evidence to
overcome the presumption th at a short-term obligation will
require the use of funds at its scheduled m aturity date. The
intent must be supported by a demonstrated ability to carry
out th at intent.
25. The two conditions set forth in this Statem ent for
exclusion of a short-term obligation from current
liabilities — intent and ability — are essentially the same as
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the requirements proposed in the Exposure Draft. That draft
had proposed th at a short-term obligation be classified as a
current liability unless all of the following conditions were
met:
a) The borrower has a noncancelable binding agreement to
refinance the obligation from a source reasonably
expected to be financially capable of honoring the
agreement.
b) The m aturity date of the new obligation expected to be
incurred by the borrower as a result of the refinancing
under the agreement will be more than one year from the
date of the financial statements.
c) The borrower intends to exercise its rights under the
agreement.
26. Many respondents to the Exposure Draft indicated that
the requirement of a “noncancelable binding agreement” was
unrealistic because lenders generally do not make unqualified
commitments. Financing agreements often include provisions
th at could restrict borrowing under the agreement. As
indicated by the conditions in paragraphs 11(b)(i) and
11(b)(ii) of this Statement, the inclusion of a restrictive
covenant, representation, warranty, or other provision in a
financing agreement does not prevent a short-term obligation
from being excluded from current liabilities provided that
compliance with the provision can be objectively determined
or measured and provided that there is no evidence of a
violation for which a waiver has not been obtained. In the
Board’s view, inability to objectively determine or measure
compliance, or the existence of a violation of a provision for
which a waiver has n o t been obtained, raises a serious doubt
about the enterprise’s ability to consummate an intended
refinancing to avoid the use of working capital and,
consequently, requires classification of the short-term
obligation as a current liability. The existence of a situation
th at permits the lender to cancel the agreement or otherwise
to prevent the enterprise from exercising its rights thereunder
after expiration of a grace period or after notice to the
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enterprise or both is also considered a violation of a provision
th at will, in the absence of a waiver, require classification of
the short-term obligation as a current liability.
27. The Board has concluded th at exclusion of a short-term
obligation from current liabilities should not be precluded as
long as the financing agreement clearly permits the enterprise
to replace the short-term obligation with a long-term
obligation or with equity securities or to renew, extend, or
replace the short-term obligation with another short-term
obligation for an uninterrupted period extending beyond one
year (or operating cycle). The Board considered and rejected
the proposal th at a short-term obligation should be excluded
from current liabilities only if a financing agreement is
specifically linked to the short-term obligation, either by
specifically permitting or requiring th at funds obtained
thereunder be used to liquidate the short-term obligation. In
the Board’s judgment, th at proposal places undue emphasis
on the form of an agreement rather than on its substance. It
is neither practicable nor realistic to trace specific funds to
their ultimate use. The financial position of an enterprise that
h as refinanced under a linked agreement will be
indistinguishable from the financial position of an enterprise
th at has entered into the same transactions under an
agreement that is n o t linked but clearly permits refinancing
the short-term obligation. Moreover, whether or n ot a
financing agreement is specifically linked to a particular
short-term obligation, the enterprise is n o t precluded from
issuing another short-term obligation at approximately the
same time as the old obligation is refinanced under the
agreement. The potential effect of such a transaction can be
avoided only if a strict maturity-date approach is adopted,
b u t the Board rejected th at alternative for the reasons stated
in paragraph 23. The Board believes that the requirem ent in
paragraph 10 that the enterprise intend to refinance on a
long-term basis and thus no t to use working capital to repay
the maturing short-term obligation more closely com ports
with the spirit of this Statem ent and Chapter 3A of A R B No.
43 than would a requirement for specific linkage.
28. Respondents to the Exposure Draft indicated th at many
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enterprises enter into agreements th at assure their ability to
refinance short-term obligations although they might not
intend to exercise their rights under the agreement if an
alternative source of financing becomes available. One of the
conditions in the Exposure Draft was that the enterprise
intend to exercise its rights under the agreement (see
paragraph 25(c)). A footnote in the Exposure Draft indicated
that this condition would be met if the enterprise intended to
exercise its rights under the agreement when the short-term
obligations could not continue to be refinanced on a
short-term basis. Respondents asked the Board to clarify the
intent of the condition in the Exposure Draft and the related
footnote. The Board believes th at the justification for
excluding a short-term obligation from current liabilities is
n o t negated simply because an enterprise may intend to seek
a more advantageous source of financing (including, perhaps,
short-term financing) than th at provided under the financing
agreement in existence when the balance sheet is issued.
However, the condition in paragraph 11(b)(i) requires that
the agreement extend beyond one year (or operating cycle)
from the date of the enterprise’s balance sheet to
dem onstrate clearly the enterprise’s ability to avoid using
working capital to repay the short-term obligation. Moreover,
paragraph 13 requires th at the enterprise intend to exercise
its rights under the agreement if another source of financing
does n ot become available.
29. A number of respondents to the Exposure Draft asked
whether events occurring after the date of the balance sheet
but before the balance sheet is issued should be considered in
assessing an enterprise’s ability to consummate the
refinancing of a short-term obligation on a long-term basis. In
particular, the two types of post-balance-sheet-date events
cited were (a) actual issuance of a long-term obligation or
equity securities for the purpose of refinancing the
short-term obligation on a long-term basis and (b) entering
into a financing agreement after the balance-sheet date but
before the balance sheet is issued. In the Board’s judgment,
both of those types of post-balance-sheet-date events should
be considered in determining liability classification and in
assessing an enterprise’s ability to consummate an intended
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refinancing, and they are
paragraphs 11(a) and 11(b).

explicitly

provided

for in

30. Several respondents to the Exposure Draft asked
whether a short-term obligation could be excluded from
current liabilities if it is intended to be replaced (or, in fact,
has been replaced after the balance sheet date) by issuing
equity securities. A short-term obligation will not require the
use of working capital regardless of whether refinancing on a
long-term basis is accomplished by issuing debt securities or
equity securities. Accordingly, refinancing on a long-term
basis is defined in paragraph 2 to include issuance of equity
securities, and a short-term obligation intended to be
refinanced in th at manner would be excluded from current
liabilities if the conditions in paragraphs 10 and 11 are met.
Although it is appropriate to exclude the short-term
obligation from current liabilities when those conditions are
met, the Board concluded th at it is not appropriate to
include the short-term obligation in owners’ equity (see
footnote 2 to paragraph 11(a)). The intent of an enterprise to
refinance a short-term obligation on a long-term basis and its
ability to do so relate to the question of whether the
obligation is expected to require the use of working capital,
n ot whether it is a liability. The obligation is a liability and
n ot owners’ equity at the date of the balance sheet.

EFFECTIVE DATE AND TRANSITION

31. Many respondents opposed the proposal in the Exposure
Draft th at balance sheets for dates prior to the effective date
of the Statem ent be restated to conform to the provisions of
the Statement. They indicated th at restatem ent would n o t
achieve comparability of balance sheets for dates prior to the
effective date of the Statem ent with balance sheets for
subsequent dates because of the new conditions established
by paragraph 11. After considering all of the circumstances,
the Board concluded th at prospective application of this
Statem ent is appropriate, with restatem ent perm itted b ut n o t
required, and th at the effective date in paragraph 17 is
advisable.
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Appendix B

EXAMPLES OF APPLICATION OF THIS STATEMENT

32. The following examples provide guidance for applying
this Statement. It should be recognized th at these examples
do not comprehend all possible circumstances and do not
include all the disclosures th at would typically be made
regarding long-term debt or current liabilities.

GENERAL ASSUMPTIONS

33. The assumptions on which the examples are based are:
a) ABC Company’s fiscal year end is December 31, 19x5.
b) The date of issuance of the December 31, 19x5 financial
statements is March 31, 19x6; the Company’s practice is
to issue a classified balance sheet.
c) At December 31, 19x5, short-term obligations include
$5,000,000 representing the portion of 6% long-term debt
maturing in February 19x6 and $3,000,000 of 9% notes
payable issued in November 19x5 and maturing in July
19x6.
d) The Company intends to refinance on a long-term basis
both the current m aturity of long-term debt and the 9%
notes payable.
e) Accounts other than the long-term debt maturing in
February 19x6 and the notes payable maturing in July
19x6 are:
Current assets
$30,000,000
Other assets
$50,000,000
Accounts payable and accruals $10,000,000
Other long-term debt
$25,000,000
Shareholders’ equity
$37,000,000
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f) Unless otherwise indicated, the examples also assume th at
the lender or prospective lender is expected to be capable
of honoring the agreement, th at there is no evidence of a
violation of any provision, and th at the terms of
borrowings available under the agreement are readily
determinable.
EXAMPLE 1

34. The Company negotiates a financing agreement with a
commercial bank in December 19x5 for a maximum
borrowing of $8,000,000 at any time through 19x7 with the
following terms:
a) Borrowings are available at ABC Company’s request for
such purposes as it deems appropriate and will mature
three years from the date of borrowing.
b) Amounts borrowed will bear interest at the bank’s prime
rate.
c) An annual com mitment fee of ½ of 1% is payable on the
d i f f e r e n c e betw een the am ount borrowed and
$ 8 , 000 ,000 .
d) The agreement is cancelable by the lender only if:
(i) The Company’s working capital, excluding borrow
ings under the agreement, falls below $10,000,000.
(ii) The Company becomes obligated under lease agree
ments to pay an annual rental in excess of
$ 1,000,000.
(iii) Treasury stock is acquired w ithout the prior approval
of the prospective lender.
(iv) The Company guarantees indebtedness
affiliated persons in excess of $500,000.

of un
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35. The enterprise’s intention to refinance meets the
condition specified by paragraph 10. Compliance with the
provisions listed in paragraph 34(d) is objectively
determinable or measurable; therefore, the condition
specified by paragraph 11(b)(i) is met. The proceeds of
borrowings under the agreement are clearly available for the
liquidation of the 9% notes payable and the long-term debt
maturing in February 19x6. Both obligations, therefore,
would be classified as other than current liabilities.
36. Following are the liability section of ABC Company’s
balance sheet at December 3 1 , 19x5 and the related footnote
disclosures required by this Statement, based on the
inform ation in paragraphs 33 and 34. Because the balance
sheet is issued subsequent to the February 19x6 m aturity of
the long-term debt, the footnote describes the refinancing of
th at obligation.
December 3 1 , 19x5
Current Liabilities:
Accounts payable and accruals
Total Current Liabilities

$10,000,000
10 , 000,000

Long-Term Debt:
9% notes payable (Note A)
6% debt due February 19x6 (Note A)
Other long-term debt
Total Long-Term Debt
Total Liabilities

3 ,000,000*
5,000,000*
25,000,000
33,000,000
$43,000,000

*These obligations may also be shown in captions distinct from both
current liabilities and long-term debt, such as “Interim Debt,”
“Short-Term Debt Expected to Be Refinanced,” and “Intermediate
Debt.”
Note A

The Company has entered into a financing agreement with a
commercial bank th at permits the Company to borrow at any
time through 19x7 up to $8,000,000 at the bank’s prime rate
of interest. The Company must pay an annual com m itm ent
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fee of ½ of 1% of the unused portion of the commitment.
Borrowings under the financing agreement mature three years
after the date of the loan. Among other things, the agreement
prohibits the acquisition o f treasury stock without prior
approval by the bank, requires maintenance of working
capital of $10,000,000 exclusive of borrowings under the
agreement, and limits the annual rental under lease
agreements to $1,000,000. In February 19x6, the Company
borrowed $5,000,000 at 8% and liquidated the 6% long-term
debt, and it intends to borrow additional funds available under
the agreement to refinance the 9% notes payable maturing in
July 19x6.

EXAM PLE 2

37. A foreign subsidiary o f the enterprise negotiates a
financing agreement with its local bank in December 19x5.
Funds are available to the subsidiary for its unrestricted use,
including loans to affiliated companies; other terms are
identical to those cited in paragraph 34. Local laws prohibit
the transfer of funds outside the country.
38. The requirement of paragraph 11(b)(i) is met because
compliance with the provisions of the agreement is
objectively determinable or measurable. Because of the laws
prohibiting the transfer of funds, however, the proceeds from
borrowings under the agreement are not available for
liquidation of the debt maturing in February and July 19x6.
Accordingly, both the 6% debt maturing in February 19x6
and the 9% notes payable maturing in July 19x6 would be
classified as current liabilities.

EXAM PLE 3

39. Assume that instead of utilizing the agreement cited in
paragraph 34, the Company issues $8,000,000 of ten-year
debentures to the public in January 19x6. The Company
intends to use the proceeds to liquidate the $5,000,000 debt
maturing February 19x6 and the $3,000,000 of 9% notes
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payable maturing July 19x6. In addition, assume the debt
maturing February 19x6 is paid prior to the issuance o f the
balance sheet, and the remaining proceeds from the sale of
debentures are invested in a U.S. Treasury note maturing the
same day as the 9% notes payable.
40. Since the Company refinanced the long-term debt
maturing in February 19x6 in a manner that meets the
conditions set forth in paragraph 11 o f this Statement, that
obligation would be excluded from current liabilities. In
addition, the 9 % notes payable maturing in July 19x6 would
also be excluded because the Company has obtained funds
expressly intended to be used to liquidate those notes and
not intended to be used in current operations. In balance
sheets after the date of sale of the debentures and before the
maturity date of the notes payable, the Company would
exclude the notes payable from current liabilities if the U.S.
Treasury note is excluded from current assets (see paragraph
6 of Chapter 3A o f A R B No. 43, which is not altered by this
Statement).
41. If the debentures had been sold prior to January 1,
19x6, the $8,000,000 of obligations to be paid would be
excluded from current liabilities in the balance sheet at that
date if the $8,000,000 in funds were excluded from current
assets.
42. If, instead of issuing the ten-year debentures, the
Company had issued $8,000,000 of equity securities and all
other facts in this example remained unchanged, both the 6%
debt due February 19x6 and the 9% notes payable due July
19x6 would be classified as liabilities other than current
liabilities, such as “Indebtedness Due in 19x6 Refinanced in
January 19x6.”

EXA M PLE 4

43. In December 19x5 the Company negotiates a revolving
credit agreement providing for unrestricted borrowings up to
$10,000,000. Borrowings will bear interest at 1% over the
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prevailing prime rate of the bank with which the agreement is
arranged but in any event n o t less than 8%, will have stated
maturities of ninety days, and will be continuously renewable
for ninety-day periods at the Company’s option for three
years provided there is compliance with the terms of the
agreement. Provisions of the agreement are similar to those
cited in paragraph 34(d). Further, the enterprise intends to
renew obligations incurred under the agreement for a period
extending beyond one year from the balance-sheet date.
There are no outstanding borrowings under the agreement at
December 3 1 , 19x5.
44. In this instance, the long-term debt maturing in February
19x6 and the 9% notes payable maturing in July 19x6 would
be excluded from current liabilities because the Company
Consummated a financing agreement meeting the conditions
set forth in paragraph 11(b) prior to the issuance of the
balance sheet.

EXAMPLE 5

45. Assume th at the agreement cited in Example 4 included
an additional provision limiting the am ount to be borrowed
by the Company to the am ount of its inventory, which is
pledged as collateral and is expected to range between a high
of $8,000,000 during the second quarter of 19x6 and a low
of $4,000,000 during the fourth quarter of 19x6.
46. The terms of the agreement comply with the conditions
required by this Statement; however, because the minimum
am ount expected to be available from February to December
19x6 is $4,000,000, only th at am ount of short-term
obligations can be excluded from current liabilities (see
paragraph 12). Whether the obligation to be excluded is a
portion of the currently maturing long-term debt or some
portions of both it and the 9% notes payable depends on the
intended timing of the borrowing.
47. If the Company intended to refinance only the 9% notes
payable due July 19x6 and the am ount of its inventory is
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expected to reach a low of approximately $2,000,000 during
the second quarter of 19x6 but be at least $3,000,000 in July
19x6 and thereafter during 19x6, the $3,000,000 9% notes
payable would be excluded from current liabilities at
December 3 1 , 19x5 (see paragraph 12).

EXAMPLE 6

48. In lieu of the facts given in paragraphs 33(c) and 33(d),
assume that during 19x5 the Company entered into a
contract to have a warehouse built. The warehouse is
expected to be financed by issuance of the Company’s
commercial paper. In addition, the Company negotiated a
stand-by agreement with a commercial bank th at provides for
maximum borrowings equal to the expected cost of the
warehouse, which will be pledged as collateral. The
agreement also requires th at the proceeds from the sale of
commercial paper be used to pay construction costs.
Borrowings may be made under the agreement only if the
Company is unable to issue new commercial paper. The
proceeds of borrowings must be used to retire outstanding
commercial paper and to liquidate additional liabilities
incurred in the construction of the warehouse. At December
31, 19x5 the Company has $7,000,000 of commercial paper
outstanding and $1,000,000 of unpaid construction costs
resulting from a progress billing through December 31.
49. Because the commercial paper will be refinanced on a
long-term basis, either by uninterrupted renewal or, failing
that, by a borrowing under the agreement, the commercial
paper would be excluded from current liabilities. The
$1,000,000 liability for the unpaid progress billing results
from the construction of a noncurrent asset and will be
refinanced on the same basis as the commercial paper and,
therefore, it would also be excluded from current liabilities
(see paragraphs 8 and 20).

EXAMPLE 7

50. Following are two methods of presenting liabilities in
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ABC Company’s balance sheet at December 31, 19x5
assuming the Company intends to refinance the 6% debt
maturing in February 19x6 and the 9% notes payable
maturing in July 19x6 but has n o t met the conditions
required by this Statem ent to exclude those obligations from
current liabilities.
Alternative 1

December 31, 19x5
Current Liabilities:
Accounts payable and accruals
Notes payable, due July 19x6
6% debt due February 19x6
Total Current Liabilities

$10,000,000
3 ,000,000
5,000,000
18,000,000

Long-Term Debt
Total Liabilities

25,000,000
$43,000,000

Alternative 2

December 3 1 , 19x5
Current Liabilities:
Accounts payable and accruals
Short-term debt expected to be
refinanced:
Notes payable, due July 19x6
6% debt due February 19x6
Total Current Liabilities
Long-Term Debt
Total Liabilities

$10,000,000

$3,000,000
5,000,000

8,000,000
18,000,000
25,000,000
$43,000,000

105

APPENDIX D
STATEMENT OF FINANCIAL ACCOUNTING STANDARDS NO. 15
Accounting by Debtors and Creditors for Troubled Debt Restructurings
JUNE 1977

INTRODUCTION

1. This Statement establishes standards of financial accounting
and reporting by the debtor and by the creditor for a troubled
debt restructuring. The Statement does not cover accounting for
allowances for estimated uncollectible amounts and does not pre
scribe or proscribe particular methods for estimating amounts of
uncollectible receivables.
2. A restructuring of a debt constitutes a troubled debt restruc
turing for purposes of this Statement if the creditor for economic
or legal reasons related to the debtor’s financial difficulties grants
a concession to the debtor that it would not otherwise consider.
That concession either stems from an agreement between the cred
itor and the debtor or is imposed by law or a court. For example, a
creditor may restructure the terms of a debt to alleviate the burden
of the debtor’s near-term cash requirements, and many troubled
debt restructurings involve modifying terms to reduce or defer
cash payments required of the debtor in the near future to help
the debtor attempt to improve its financial condition and eventu
ally be able to pay the creditor. Or, for example, the creditor may
accept cash, other assets, or an equity interest in the debtor in
satisfaction of the debt though the value received is less than the
amount of the debt because the creditor concludes t hat step will
maximize recovery of its investment.1

1 Although troubled debt that is fully satisfied by foreclosure, repossession,
or other transfer of assets or by grant of equity securities by the debtor is,
in a technical sense, not restructured, that kind of event is included in the
term troubled debt restructuring in this Statement.
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3. Whatever the form of concession granted by the creditor to
the debtor in a troubled debt restructuring, the creditor’s objective
is to make the best of a difficult situation. That is, the creditor
expects to obtain more cash or other value from the debtor, or to
increase the probability of receipt, by granting the concession than
by not granting it.
4. In this Statement, a receivable or payable (collectively referred
to as debt) represents a contractual right to receive money or a
contractual obligation to pay money on demand or on fixed or
determinable dates that is already included as an asset or liability
in the creditor’s or debtor’s balance sheet at the time of the re
structuring. Receivables or payables that may be involved in
troubled debt restructurings commonly result from lending or
borrowing of cash, investing in debt securities that were previ
ously issued, or selling or purchasing goods or services on credit.
Examples are accounts receivable or payable, notes, debentures
and bonds (whether those receivables or payables are secured or
unsecured and whether they are convertible or nonconvertible),
and related accrued interest, if any. Typically, each receivable or
payable is negotiated separately, but sometimes two or more re
ceivables or payables are negotiated together. For example, a
debtor may negotiate with a group of creditors but sign separate
debt instruments with each creditor. For purposes of this State
ment, restructuring of each receivable or payable, including those
negotiated and restructured jointly, shall be accounted for individ
ually. The substance rather than the form of the receivable or
payable shall govern. For example, to a debtor, a bond consti
tutes one payable even though there are many bondholders.
5. A troubled debt restructuring may include, but is not neces
sarily limited to, one or a combination of the following:
a. Transfer from the debtor to the creditor of receivables from
third parties, real estate, or other assets to satisfy fully or
partially a debt (including a transfer resulting from foreclosure
or repossession).
b. Issuance or other granting of an equity interest to the creditor
by the debtor to satisfy fully or partially a debt unless the
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equity interest is granted pursuant to existing terms for con
verting the debt into an equity interest.
c. Modification of terms of a debt, such as one or a combination
of:
1. Reduction (absolute or contingent) of the stated interest
rate for the remaining original life of the debt.
2. Extension of the maturity date or dates at a stated interest
rate lower than the current market rate for new debt with
similar risk.
3. Reduction (absolute or contingent) of the face amount or
maturity amount of the debt as stated in the instrument
or other agreement.
4. Reduction (absolute or contingent) of accrued interest.
6. Troubled debt restructurings may occur before, at, or after
the stated maturity of debt, and time may elapse between the
agreement, court order, etc. and the transfer of assets or equity
interest, the effective date of new terms, or the occurrence of an
other event that constitutes consummation of the restructuring.
The date of consummation is the time of the restructuring in this
Statement.
7. A debt restructuring is not necessarily a troubled debt restruc
turing for purposes of this Statement even if the debtor is experi
encing some financial difficulties. For example, a troubled debt
restructuring is not involved if (a) the fair value2 of cash, other
assets, or an equity interest accepted by a creditor from a debtor
in full satisfaction of its receivable at least equals the creditor’s
recorded investment in the receivable;3 (b) the fair value of cash,
other assets, or an equity interest transferred by a debtor to a
creditor in full settlement of its payable at least equals the debtor’s
carrying amount of the payable; (c) the creditor reduces the effec
tive interest rate on the debt primarily to reflect a decrease in

2 Defined in paragraph 13.
3 Defined in footnote 17.
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market interest rates in general or a decrease in the risk so as
to maintain a relationship with a debtor that can readily obtain
funds from other sources at the current market interest rate; or
(d) the debtor issues in exchange for its debt new marketable debt
having an effective interest rate based on its market price that is
at or near the current market interest rates of debt with similar
maturity dates and stated interest rates issued by nontroubled
debtors. In general, a debtor that can obtain funds from sources
other than the existing creditor at market interest rates at or near
those for nontroubled debt is not involved in a troubled debt re
structuring. A debtor in a troubled debt restructuring can obtain
funds from sources other than the existing creditor in the troubled
debt restructuring, if at all, only at effective interest rates (based
on market prices) so high that it cannot afford to pay them. Thus,
in an attempt to protect as much of its investment as possible, the
creditor in a troubled debt restructuring grants a concession to the
debtor that it would not otherwise consider.
8. For purposes of this Statement, troubled debt restructurings
do not include changes in lease agreements (the accounting is
prescribed by FASB Statement No. 13, “Accounting for Leases”)
or employment-related agreements (for example, pension plans
and deferred compensation contracts). Nor do troubled debt re
structurings include debtors’ failures to pay trade accounts ac
cording to their terms or creditors’ delays in taking legal action
to collect overdue amounts of interest and principal, unless they
involve an agreement between debtor and creditor to restructure.9
9. The Addendum to APB Opinion No. 2, “Accounting for the
‘Investment Credit’,” states that “differences may arise in the
application of generally accepted accounting principles as between
regulated and nonregulated businesses, because of the effect in
regulated businesses of the rate-making process” and discusses
the application of generally accepted accounting principles to
regulated industries. FASB Statements and Interpretations should
therefore be applied to regulated companies that are subject to
the rate-making process in accordance with the provisions of the
Addendum.
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10. This Statement supersedes FASB Interpretation No. 2, “Im
puting Interest on Debt Arrangements Made under the Federal
Bankruptcy Act,” and shall be applied to the types of situations
that were covered by that Interpretation. Thus, it shall be applied
to troubled debt restructurings consummated under reorganization,
arrangement, or other provisions of the Federal Bankruptcy Act
or other Federal statutes related thereto.4 It also amends APB
Opinion No. 26, “Early Extinguishment of Debt,” to the extent
needed to exclude from that Opinion’s scope early extinguishments
of debt through troubled debt restructurings.
11. Appendix A provides background information. Appendix B
sets forth the basis for the Board’s conclusions, including alterna
tives considered and reasons for accepting some and rejecting
others.
STANDARDS OF FINANCIAL ACCOUNTING
AND REPORTING
Accounting by Debtors

12. A debtor shall account for a troubled debt restructuring
according to the type of the restructuring as prescribed in the
following paragraphs.
Transfer of Assets in Full Settlement

13. A debtor that transfers its receivables from third parties, real
estate, or other assets to a creditor to settle fully a payable shall
recognize a gain on restructuring of payables (see paragraph 21).
The gain shall be measured by the excess of (i) the carrying
amount of the payable settled (the face amount increased or de-

4 This Statement does not apply, however, if under provisions of those
Federal statutes or in a quasi-reorganization or corporate readjustment
(ARB No. 43, Chapter 7, Section A, “Quasi-Reorganization or Corporate
Readjustment . . .”) with which a troubled debt restructuring coincides,
the debtor restates its liabilities generally.
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creased by applicable accrued interest and applicable unamortized
premium, discount, finance charges, or issue costs) over (ii) the
fair value of the assets transferred to the creditor.5 The fair value
of the assets transferred is the amount that the debtor could rea
sonably expect to receive for them in a current sale between a
willing buyer and a willing seller, that is, other than in a forced
or liquidation sale. Fair value of assets shall be measured by
their market value if an active market for them exists. If no active
market exists for the assets transferred but exists for similar assets,
the selling prices in that market may be helpful in estimating the
fair value of the assets transferred. If no market price is available,
a forecast of expected cash flows may aid in estimating the fair
value of assets transferred, provided the expected cash flows are
discounted at a rate commensurate with the risk involved.6
14. A difference between the fair value and the carrying amount
of assets transferred to a creditor to settle a payable is a gain or
loss on transfer of assets.7 The debtor shall include that gain or

5 Paragraphs 13, 15, and 19 indicate that the fair value of assets trans
ferred or the fair value of an equity interest granted shall be used in
accounting for a settlement of a payable in a troubled debt restructuring.
That guidance is not intended to preclude using the fair value of the payable
settled if more clearly evident than the fair value of the assets transferred
or of the equity interest granted in a full settlement of a payable (para
graphs 13 and 15). (See paragraph 67 of APB Opinion No. 16, “Business
Combinations.”) However, in a partial settlement of a payable (paragraph
19), the fair value of the assets transferred or of the equity interest granted
shall be used in all cases to avoid the need to allocate the fair value of
the payable between the part settled and the part still outstanding.
6 Some factors that may be relevant in estimating the fair value of various
kinds of assets are described in paragraphs 88 and 89 of APB Opinion No.
16, paragraphs 12-14 of APB Opinion No. 21, “Interest on Receivables and
Payables,” and paragraph 25 of APB Opinion No. 29, “Accounting for
Nonmonetary Transactions.”
7 The carrying amount of a receivable encompasses not only unamortized
premium, discount, acquisition costs, and the like but also an allowance for
uncollectible amounts and other “valuation” accounts, if any. A loss on
transferring receivables to creditors may therefore have been wholly or
partially recognized in measuring net income before the transfer and be
wholly or partly a reduction of a valuation account rather than a gain or
loss in measuring net income for the period of the transfer.
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loss in measuring net income for the period of transfer, reported
as provided in APB Opinion No. 30, “Reporting the Results of
Operations.”

Grant of Equity Interest in Full Settlement

15. A debtor that issues or otherwise grants an equity interest
to a creditor to settle fully a payable shall account for the equity
interest at its fair value.8 The difference between the fair value
of the equity interest granted and the carrying amount of the
payable settled shall be recognized as a gain on restructuring of
payables (see paragraph 21).

Modification of Terms

16. A debtor in a troubled debt restructuring involving only
modification of terms of a payable— that is, not involving a trans
fer of assets or grant of an equity interest— shall account for the
effects of the restructuring prospectively from the time of restruc
turing, and shall not change the carrying amount of the payable
at the time of the restructuring unless the carrying amount exceeds
the total future cash payments specified by the new terms.9 That
is, the effects of changes in the amounts or timing (or both) of
future cash payments designated as either interest or face amount
shall be reflected in future periods.10 Interest expense shall be
computed in a way that a constant effective interest rate is ap-

8 See footnote 5.
9 In this Statement, total future cash payments includes related accrued
interest, if any, at the time of the restructuring that continues to be payable
under the new terms.
10 All or a portion of the carrying amount of the payable at the time of the
restructuring may need to be reclassified in the balance sheet because of
changes in the terms, for example, a change in the amount of the payable
due within one year after the date of the debtor’s balance sheet. A troubled
debt restructuring of a short-term obligation after the date of a debtor’s
balance sheet but before that balance sheet is issued may affect the classifica
tion of that obligation in accordance with FASB Statement No. 6, “Classifi
cation of Short-Term Obligations Expected to Be Refinanced.”
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plied to the carrying amount of the payable at the beginning of
each period between restructuring and maturity (in substance the
“interest” method prescribed by paragraph 15 of APB Opinion
No. 21). The new effective interest rate shall be the discount
rate that equates the present value of the future cash payments
specified by the new terms (excluding amounts contingently pay
able) with the carrying amount of the payable.
17. If, however, the total future cash payments specified by the
new terms of a payable, including both payments designated as
interest and those designated as face amount, are less than the
carrying amount of the payable, the debtor shall reduce the
carrying amount to an amount equal to the total future cash pay
ments specified by the new terms and shall recognize a gain on
restructuring of payables equal to the amount of the reduction
(see paragraph 21).11 Thereafter, all cash payments under the
terms of the payable shall be accounted for as reductions of the
carrying amount of the payable, and no interest expense shall be
recognized on the payable for any period between the restructur
ing and maturity of the payable.12
18. A debtor shall not recognize a gain on a restructured payable
involving indeterminate future cash payments as long as the
maximum total future cash payments may exceed the carrying
amount of the payable. Amounts designated either as interest or
as face amount by the new terms may be payable contingent on
a specified event or circumstance (for example, the debtor may
be required to pay specified amounts if its financial condition
improves to a specified degree within a specified period). To de-

11 If the carrying amount of the payable comprises several accounts (for
example, face amount, accrued interest, and unamortized premium, discount,
finance charges, and issue costs) that are to be continued after the restructur
ing, some possibly being combined, the reduction in carrying amount may
need to be allocated among the remaining accounts in proportion to the
previous balances. However, the debtor may choose to carry the amount
designated as face amount by the new terms in a separate account and
adjust another account accordingly.
12 The only exception is to recognize interest expense according to para
graph 22.

114

termine whether the debtor shall recognize a gain according to
the provisions of paragraphs 16 and 17, those contingent amounts
shall be included in the “total future cash payments specified by
the new terms” to the extent necessary to prevent recognizing a
gain at the time of restructuring that may be offset by future in
terest expense. Thus, the debtor shall apply paragraph 17 of
FASB Statement No. 5, “Accounting for Contingencies,” in which
probability of occurrence of a gain contingency is not a factor,
and shall assume that contingent future payments will have to be
paid. The same principle applies to amounts of future cash pay
ments that must sometimes be estimated to apply the provisions
of paragraphs 16 and 17. For example, if the number of future
interest payments is flexible because the face amount and accrued
interest is payable on demand or becomes payable on demand,
estimates of total future cash payments shall be based on the
maximum number of periods possible under the restructured terms.

Combination of Types

19. A troubled debt restructuring may involve partial settlement
of a payable by the debtor’s transferring assets or granting an
equity interest (or both) to the creditor and modification of terms
of the remaining payable.13 A debtor shall account for a troubled
debt restructuring involving a partial settlement and a modification
of terms as prescribed in paragraphs 16-18 except that, first,
assets transferred or an equity interest granted in that partial
settlement shall be measured as prescribed in paragraphs 13 and
15, respectively, and the carrying amount of the payable shall be
reduced by the total fair value of those assets or equity inter
est.14 A difference between the fair value and the carrying amount

13 Even if the stated terms of the remaining payable, for example, the
stated interest rate and the maturity date or dates, are not changed in con
nection with the transfer of assets or grant of an equity interest, the restruc
turing shall be accounted for as prescribed by paragraph 19.
14 If cash is paid in a partial settlement of a payable in a troubled debt
restructuring, the carrying amount of the payable shall be reduced by the
amount of cash paid.
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of assets transferred to the creditor shall be recognized as a
gain or loss on transfer of assets. No gain on restructuring of
payables shall be recognized unless the remaining carrying amount
of the payable exceeds the total future cash payments (including
amounts contingently payable) specified by the terms of the debt
remaining unsettled after the restructuring. Future interest ex
pense, if any, shall be determined according to the provisions of
paragraphs 16-18.

Related Matters

20. A troubled debt restructuring that is in substance a repos
session or foreclosure by the creditor or other transfer of assets to
the creditor shall be accounted for according to the provisions of
paragraphs 13, 14, and 19.
21. Gains on restructuring of payables determined by applying
the provisions of paragraphs 13-20 of this Statement shall be
aggregated, included in measuring net income for the period of
restructuring, and, if material, classified as an extraordinary item,
net of related income tax effect, in accordance with paragraph 8
of FASB Statement No. 4, “Reporting Gains and Losses from
Extinguishment of Debt.”
22. If a troubled debt restructuring involves amounts contingently
payable, those contingent amounts shall be recognized as a payable
and as interest expense in future periods in accordance with para
graph 8 of FASB Statement No. 5. Thus, in general, interest
expense for contingent payments shall be recognized in each
period in which (a) it is probable that a liability has been incurred
and (b) the amount of that liability can be reasonably estimated.
Before recognizing a payable and interest expense for amounts
contingently payable, however, accrual or payment of those
amounts shall be deducted from the carrying amount of the
restructured payable to the extent that contingent payments
included in “total future cash payments specified by the new
terms” prevented recognition of a gain at the time of restructur
ing (paragraph 18).
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23. If amounts of future cash payments must be estimated to
apply the provisions of paragraphs 16-18 because future interest
payments are expected to fluctuate—for example, the restruc
tured terms may specify the stated interest rate to be the prime
interest rate increased by a specified amount or proportion—esti
mates of maximum total future payments shall be based on the
interest rate in effect at the time of the restructuring. Fluctuations
in the effective interest rate after the restructuring from changes
in the prime rate or other causes shall be accounted for as changes
in estimates in the periods the changes occur. However, the
accounting for those fluctuations shall not result in recognizing a
gain on restructuring that may be offset by future cash payments
(paragraphs 18 and 22). Rather, the carrying amount of the
restructured payable shall remain unchanged, and future cash
payments shall reduce the carrying amount until the time that
any gain recognized cannot be offset by future cash payments.
24. Legal fees and other direct costs that a debtor incurs in grant
ing an equity interest to a creditor in a troubled debt restructuring
shall reduce the amount otherwise recorded for that equity interest
according to paragraphs 15 and 19. All other direct costs that a
debtor incurs to effect a troubled debt restructuring shall be
deducted in measuring gain on restructuring of payables or shall
be included in expense for the period if no gain on restructuring
is recognized.

Disclosure by Debtors

25. A debtor shall disclose, either in the body of the financial
statements or in the accompanying notes, the following informa
tion about troubled debt restructurings that have occurred during
a period for which financial statements are presented:
a.

For each restructuring:15 a description of the principal changes
in terms, the major features of settlement, or both.

15 Separate restructurings within a fiscal period for the same category of
payables (for example, accounts payable or subordinated debentures) may
be grouped for disclosure purposes.
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b. Aggregate gain on restructuring of payables and the related
income tax effect (paragraph 21).
c. Aggregate net gain or loss on transfers of assets recognized
during the period (paragraphs 14 and 19).
d. Per share amount of the aggregate gain on restructuring of
payables, net of related income tax effect.
26. A debtor shall disclose in financial statements for periods
after a troubled debt restructuring the extent to which amounts
contingently payable are included in the carrying amount of re
structured payables pursuant to the provisions of paragraph 18.
If required by paragraphs 9-13 of FASB Statement No. 5, a
debtor shall also disclose in those financial statements total
amounts that are contingently payable on restructured payables
and the conditions under which those amounts would become
payable or would be forgiven.

Accounting by Creditors

27. A creditor shall account for a troubled debt restructuring
according to the type of the restructuring as prescribed in the
following paragraphs. Paragraphs 28-42 do not apply to a
receivable that the creditor is accounting for at market value in
accordance with specialized industry practice (for example, a
marketable debt security accounted for at market value by a
mutual fund). Estimated cash expected to be received less esti
mated costs expected to be incurred is not market value in ac
cordance with specialized industry practice as that term is used in
this paragraph.

Receipt of Assets in Full Satisfaction

28. A creditor that receives from a debtor in full satisfaction of
a receivable either (i) receivables from third parties, real estate,
or other assets or (ii) shares of stock or other evidence of an
equity interest in the debtor, or both, shall account for those
assets (including an equity interest) at their fair value at the time
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of the restructuring (see paragraph 13 for how to measure fair
value).16 The excess of (i) the recorded investment in the receiv
able17 satisfied over (ii) the fair value of assets received is a loss
to be recognized according to paragraph 35.
29. After a troubled debt restructuring, a creditor shall account
for assets received in satisfaction of a receivable the same as if
the assets had been acquired for cash.

Modification of Terms

30. A creditor in a troubled debt restructuring involving only
modification of terms of a receivable— that is, not involving
receipt of assets (including an equity interest in the debtor)—
shall account for the effects of the restructuring prospectively and
shall not change the recorded investment in the receivable at the
time of the restructuring unless that amount exceeds the total
future cash receipts specified by the new terms.18 That is, the
16 Paragraphs 28 and 33 indicate that the fair value of assets received shall
be used in accounting for satisfaction of a receivable in a troubled debt
restructuring. That guidance is not intended to preclude using the fair
value of the receivable satisfied if more clearly evident than the fair value
of the assets received in full satisfaction of a receivable (paragraph 28).
(See paragraph 67 of APB Opinion No. 16.) However, in a partial satis
faction of a receivable (paragraph 33), the fair value of the assets received
shall be used in all cases to avoid the need to allocate the fair value of the
receivable between the part satisfied and the part still outstanding.
17 Recorded investment in the receivable is used in paragraphs 28—41 instead
of carrying amount of the receivable because the latter is net of an allowance
for estimated uncollectible amounts or other “valuation” account, if any,
while the former is not. The recorded investment in the receivable is the
face amount increased or decreased by applicable accrued interest and
unamortized premium, discount, finance charges, or acquisition costs and
may also reflect a previous direct write-down of the investment.
18 In this Statement, total future cash receipts includes related accrued
interest, if any, at the time of the restructuring that continues to be receiv
able under the new terms. Uncertainty of collection of noncontingent
amounts specified by the new terms (see paragraph 32 for inclusion of
contingent amounts) is not a factor in applying paragraphs 30-32 but
should, of course, be considered in accounting for allowances for uncol
lectible amounts.
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effects of changes in the amounts or timing (or both) of future
cash receipts designated either as interest or as face amount shall
be reflected in future periods.19 Interest income shall be computed
in a way that a constant effective interest rate is applied to the
recorded investment in the receivable at the beginning of each
period between restructuring and maturity (in substance the “inter
est” method prescribed by paragraph 15 of APB Opinion No.
21).20 The new effective interest rate shall be the discount rate
that equates the present value of the future cash receipts specified
by the new terms (excluding amounts contingently receivable)
with the recorded investment in the receivable.
31. If, however, the total future cash receipts specified by the
new terms of the receivable, including both receipts designated
as interest and those designated as face amount, are less than the
recorded investment in the receivable before restructuring, the
creditor shall reduce the recorded investment in the receivable to
an amount equal to the total future cash receipts specified by the
new terms. The amount of the reduction is a loss to be recognized
according to paragraph 35. Thereafter, all cash receipts by the
creditor under the terms of the restructured receivable, whether
designated as interest or as face amount, shall be accounted for
as recovery of the recorded investment in the receivable, and no
interest income shall be recognized on the receivable for any
period between the restructuring and maturity of the receivable.21

19 All or a portion of the recorded investment in the receivable at the time
of restructuring may need to be reclassified in the balance sheet because of
changes in the terms.
20 Some creditors—for example, finance companies (AICPA Industry Audit
Guide, “Audits of Finance Companies,” Chapter 2)—use methods that
recognize less revenue in early periods of a receivable than does the “inter
est” method. The accounting for restructured receivables described in this
Statement is not intended to change creditors’ methods of recognizing
revenue to require a different method for restructured receivables from that
for other receivables.
21 The only exception is to recognize interest income according to para
graph 36.
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32. A creditor shall recognize a loss on a restructured receivable
involving indeterminate future cash receipts unless the minimum
future cash receipts specified by the new terms at least equals the
recorded investment in the receivable. Amounts designated either
as interest or as face amount that are receivable from the debtor
may be contingent on a specified event or circumstance (for ex
ample, specified amounts may be receivable from the debtor if
the debtor’s financial condition improves to a specified degree
within a specified period). To determine whether the creditor shall
recognize a loss according to the provisions of paragraphs 30 and
31, those contingent amounts shall be included in the “total future
cash receipts specified by the new terms” only if at the time of
restructuring those amounts meet the conditions that would be
applied under the provisions of paragraph 8 of FASB Statement
No. 5 in accruing a loss. That is, a creditor shall recognize a loss
unless contingent future cash receipts needed to make total
future cash receipts specified by the new terms at least equal to
the recorded investment in the receivable both are probable and
can be reasonably estimated. The same principle applies to
amounts of future cash receipts that must sometimes be estimated
to apply the provisions of paragraphs 30 and 31. For example,
if the number of interest receipts is flexible because the face
amount and accrued interest is collectible on demand or becomes
collectible on demand after a specified period, estimates of total
future cash receipts should be based on the minimum number of
periods possible under the restructured terms.
Combination of Types

33. A troubled debt restructuring may involve receipt of assets
(including an equity interest in the debtor) in partial satisfaction of
a receivable and a modification of terms of the remaining receiv
able.22 A creditor shall account for a troubled debt restructuring
involving a partial satisfaction and modification of terms as

22 Even if the stated terms of the remaining receivable, for example, the
stated interest rate and the maturity date or dates, are not changed in con
nection with the receipt of assets (including an equity interest in the debtor),
the restructuring shall be accounted for as prescribed by paragraph 33.
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prescribed in paragraphs 30—32 except that, first, the assets
received shall be accounted for at their fair values as prescribed
in paragraph 28 and the recorded investment in the receivable
shall be reduced by the fair value of the assets received.23 No
loss on the restructuring shall be recognized unless the remaining
recorded investment in the receivable exceeds the total future cash
receipts specified by the terms of the receivable remaining unsatis
fied after the restructuring. Future interest income, if any, shall
be determined according to the provisions of paragraphs 30-32.

Related Matters

34. A troubled debt restructuring that is in substance a repos
session or foreclosure by the creditor, or in which the creditor
otherwise obtains one or more of the debtor’s assets in place of all
or part of the receivable, shall be accounted for according to the
provisions of paragraphs 28 and 33 and, if appropriate, 39.
35. Losses determined by applying the provisions of paragraphs
28-34 of this Statement shall, to the extent that they are not
offset against allowances for uncollectible amounts or other valua
tion accounts, be included in measuring net income for the period
of restructuring and reported according to APB Opinion No. 30.
Although this Statement does not address questions concerning
estimating uncollectible amounts or accounting for the related
valuation allowance (paragraph 1), it recognizes that creditors use
allowances for uncollectible amounts. Thus, a loss from reducing
the recorded investment in a receivable may have been recognized
before the restructuring by deducting an estimate of uncollectible
amounts in measuring net income and increasing an appropriate
valuation allowance. If so, a reduction in the recorded investment
in the receivable in a troubled debt restructuring is a deduction
from the valuation allowance rather than a loss in measuring net
income for the period of restructuring. A valuation allowance

23 I f cash is received in a partial satisfaction of a receivable, the recorded
investment in the receivable shall be reduced by the amount of cash
received.
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can also be used to recognize a loss determined by applying para
graphs 28-34 that has not been previously recognized in measur
ing net income. For example, a creditor with an allowance for
uncollectible amounts pertaining to a group of receivables that
includes the restructured receivable may deduct from the allowance
the reduction of recorded investment in the restructured receivable
and recognize the loss in measuring net income for the period
of restructuring by estimating the appropriate allowance for re
maining receivables, including the restructured receivable.
36. If a troubled debt restructuring involves amounts contin
gently receivable, those contingent amounts shall not be recognized
as interest income in future periods before they become receivable
—that is, they shall not be recognized as interest income before
both the contingency has been removed and the interest has been
earned.24 Before recognizing those amounts as interest income,
however, they shall be deducted from the recorded investment
in the restructured receivable to the extent that contingent receipts
included in “total future cash receipts specified by the new terms”
avoided recognition of a loss at the time of restructuring (para
graph 32).
37. If amounts of future cash receipts must be estimated to apply
the provisions of paragraphs 30-32 because future interest
receipts are expected to fluctuate—for example, the restructured
terms may specify the stated interest rate to be the prime interest
rate increased by a specified amount or proportion—estimates of
the minimum total future receipts shall be based on the interest
rate in effect at the time of restructuring. Fluctuations in the
effective interest rate after the restructuring from changes in the
prime rate or other causes shall be accounted for as changes in
estimates in the periods the changes occur except that a creditor
shall recognize a loss and reduce the recorded investment in a
restructured receivable if the interest rate decreases to an extent
24 FASB Statement No. 5, paragraph 17 (which continued without recon
sideration certain provisions of ARB No. 50, “Contingencies”), states, in
part: “Contingencies that might result in gains usually are not reflected in
the accounts since to do so might be to recognize revenue prior to its
realization.”
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that the minimum total future cash receipts determined using
that interest rate fall below the recorded investment in the receiv
able at that time.
38. Legal fees and other direct costs incurred by a creditor to
effect a troubled debt restructuring shall be included in expense
when incurred.
39. A receivable from the sale of assets previously obtained
in a troubled debt restructuring shall be accounted for according
to APB Opinion No. 21 regardless of whether the assets were
obtained in satisfaction (full or partial) of a receivable to which
that Opinion was not intended to apply. A difference, if any,
between the amount of the new receivable and the carrying amount
of the assets sold is a gain or loss on sale of assets.

Disclosure by Creditors

40. A creditor shall disclose, either in the body of the financial
statements or in the accompanying notes, the following information
about troubled debt restructurings as of the date of each balance
sheet presented:
a.

For outstanding receivables whose terms have been modified
in troubled debt restructurings, by major category:25 (i) the
aggregate recorded investment; (ii) the gross interest income
that would have been recorded in the period then ended if
those receivables had been current in accordance with their
original terms and had been outstanding throughout the period
or since origination, if held for part of the period; and (iii) the
amount of interest income on those receivables that was in-

25 The appropriate major categories depend on various factors, including
the industry or industries in which the creditor is involved. For example,
for a commercial banking enterprise, at a minimum, the appropriate cate
gories are investments in debt securities and loans. Information need not be
disclosed, however, for non-interest-bearing trade receivables; loans to
individuals for household, family, and other personal expenditures; and real
estate loans secured by one-to-four family residential properties.
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cluded in net income for the period. A receivable whose terms
have been modified need not be included in that disclosure if,
subsequent to restructuring, its effective interest rate (para
graph 30) has been equal to or greater than the rate that the
creditor was willing to accept for a new receivable with com
parable risk.
b.

The amount of commitments, if any, to lend additional funds
to debtors owing receivables whose terms have been modified
in troubled debt restructurings.

4 h A financial institution, or other creditor, may appropriately
disclose the information prescribed by paragraph 40, by major
category, for the aggregate of outstanding reduced-earning and
noneaming receivables rather than separately for outstanding re
ceivables whose terms have been modified in troubled debt restruc
turings.

Substitution or Addition of Debtors

42. A troubled debt restructuring may involve substituting debt of
another business enterprise, individual, or government unit 26 for
that of the troubled debtor or adding another debtor (for example,
as a joint debtor). That kind of restructuring should be ac
counted for according to its substance. For example, a restruc
turing in which, after the restructuring, the substitute or ad
ditional debtor controls, is controlled by, or is under common
control27 with the original debtor is an example of one that shall be

26 Government units include, but are not limited to, states, counties,
townships, municipalities, school districts, authorities, and commissions. See
page 4 of AICPA Industry Audit Guide, “Audits of State and Local Gov
ernmental Units.”
27 “Control” in this paragraph has the meaning described in paragraph
3(c) of APB Opinion No. 18, “The Equity Method of Accounting for
Investments in Common Stock”: “The usual condition for control is
ownership of a majority (over 50%) of the outstanding voting stock. The
power to control may also exist with a lesser percentage of ownership, for
example, by contract, lease, agreement with other stockholders or by court
decree.”
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accounted for by the creditor according to the provisions of para
graphs 30-32. Those paragraphs shall also apply to a restructur
ing in which the substitute or additional debtor and original debtor
are related after the restructuring by an agency, trust, or other
relationship that in substance earmarks certain of the original
debtor’s funds or funds flows for the creditor although payments to
the creditor may be made by the substitute or additional debtor.
In contrast, a restructuring in which the substitute or additional
debtor and the original debtor do not have any of the relationships
described above after the restructuring shall be accounted for by
the creditor according to the provisions of paragraphs 28 and 33.
Effective Date and Transition

43. The preceding paragraphs of this Statement, other than para
graphs 39-41, shall be effective for troubled debt restructurings
consummated after December 31, 1977.28 Earlier application is
encouraged for those consummated on or before December 31,
1977 but during fiscal years for which annual financial statements
have not previously been issued. The paragraphs shall not be
applied to those consummated during fiscal years for which annual
financial statements have previously been issued.
44. Paragraph 39 shall be effective for receivables resulting from
sales of assets after December 31, 1977 regardless of whether the
provisions of this Statement were applied to the related troubled
debt restructuring. Earlier application is encouraged for receiv
ables from sales of assets on or before December 31, 1977 but
during fiscal years for which annual financial statements have not
previously been issued. It shall not be applied to those from sales
of assets during fiscal years for which annual financial statements
have previously been issued.2

28 For an enterprise having a fiscal year of 52 or 53 weeks ending in the
last seven days in December or the first seven days in January, references to
December 31, 1977 in paragraphs 43 and 44 shall mean the date in Decem
ber 1977 or January 1978 on which the fiscal year ends.
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45. The information prescribed by paragraphs 40 and 41 shall
be disclosed in financial statements for fiscal years ending after
December 15, 1977. Earlier application is encouraged in finan
cial statements for fiscal years ending before December 16, 1977.
For the purpose of applying paragraph 40, “receivables whose
terms have been modified in troubled debt restructurings” shall
encompass not only (a) receivables whose terms have been modi
fied in troubled debt restructurings to which the other provisions
of this Statement have been applied in accordance with paragraph
43 but also (b) those whose terms have been modified in earlier
restructurings that constitute troubled debt restructurings (para
graphs 2-8) but have been excluded from its other provisions
because of the timing of the restructurings.

The provisions of this Statement need
not be applied to immaterial items.
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This Statement was adopted by the affirmative votes of five
members of the Financial Accounting Standards Board. Messrs.
Gellein and Kirk dissented.

Messrs. Kirk and Gellein dissent because they disagree with the
conclusions in paragraphs 16 and 30 (which are also in para
graphs 19 and 33) about prospective treatment of the effect of a
reduction of the face amount or maturity amount of debt. They
would apply the fair value accounting required in paragraphs 13,
15, and 28 to reductions in the face amount of restructured debt.
They point to the incontrovertible fact that a modification of terms
that reduces the face amount or interest rate or extends the
maturity date, without equivalent consideration, is a relinquish
ment of rights by the creditor and a corresponding benefit to the
debtor, and note that debtors and creditors currently record a
reduction in face amount when it occurs. They believe that this
Statement takes a backward step in reversing, for the sake of
consistency, the practice of current recognition, though not based
on fair value. They do not accept the argument implicit in para
graphs 140-144, especially paragraph 144, that consistency in
accounting for various modifications of terms should govern. They
find no virtue in theoretical consistency if it means now ignoring
a substantive consequence of an event—in this case relinquishment
of rights—that prior to the issuance of this Statement was being
recognized. Messrs. Kirk and Gellein accept prospective recog
nition of the relinquishment by the creditor and the contra benefit
to the debtor associated with interest rate reductions and exten
sions of maturity dates pending further consideration of other
aspects of accounting for interest.
Messrs. Kirk and Gellein believe that their proposal to apply
fair value accounting (required in paragraphs 13, 15, and 28 of
this Statement) to reduction in the face amount would eliminate
a significant difference between the accounting required by this
Statement and that required by APB Opinion No. 26 for debt
exchanges that involve changes in the face amount. They also be
lieve that their proposal would result in a more conventional and
understandable measure of gain or loss than that which results
from the application of paragraphs 17, 19, 31, and 33. They be
lieve that in situations considered to be recordable events, any gain
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or loss should be determined by comparing fair value, not an un
discounted amount of future cash flows, with previously recorded
amounts.
Messrs. Kirk and Gellein also dissent because of disagreement
with the guidelines in paragraph 42 for determining when a re
structuring that involves a substitution of debtors is a recordable
event. First, they believe that from the viewpoint of the creditor,
there is no significant difference between a change from the orig
inal debtor to one under or to one not under the same control as
the original debtor. To the creditor both are changes to a new
and different credit risk that should be accounted for in the same
way. Second, they believe the guideline in that paragraph concern
ing a substitute debtor and original debtor who are “related after
the restructuring by an agency, trust, or other relationship that
in substance earmarks certain of the original debtor’s funds or
funds flows for the creditor although payments to the creditor
may be made by the substitute . . . debtor,” is an unworkable
criterion and is irrelevant if the right, or asset that gives rise to
those funds flows, is irrevocably transferred. In the latter event,
from the creditor’s viewpoint, the transfer changes the risk and, in
effect, results in a different asset—similar in substance to that
described in paragraph 28. Further, they find insufficient guidance
about the kind of relationship between the parties intended to
govern. As an example, they disagree with the interpretation of
that guideline in paragraph 161 where recent exchanges of bonds
of the Municipal Assistance Corporation (the Corporation) for
notes of the City of New York (the City) are noted as examples
of debt substitutions whose substance to creditors is modification
of terms of an existing receivable rather than an acquisition of a
new asset. They believe the relationship in that case goes beyond
that of an agency, trust, or other relationship that earmarks funds.
They note that the Corporation is a corporate governmental agency
and an instrumentality of the State of New York (the State), not
the City; that bonds of the Corporation do not constitute an
enforceable obligation, or a debt, of either the State or the City
and neither the State nor the City shall be liable thereon; and that
neither the faith and credit nor the taxing power of the State or
City is pledged to the payment of principal of or interest on the
bonds. They note, too, that the Corporation is empowered to issue
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and sell bonds and notes and to pay or lend funds received from
such sale to the City and to exchange the Corporation’s obligations
for obligations of the City. Those characteristics in their minds
establish sufficient independence of the Corporation from the City
to take the exchanges out from under the guidelines of paragraph
42.
Members of the Financial Accounting Standards Board:
Marshall S. Armstrong, Chairman
Oscar S. Gellein
Donald J. Kirk
Arthur L. Litke
Robert E. Mays
Robert T. Sprouse
Ralph E. Walters
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Appendix A

BACKGROUND INFORMATION

46. There has been a substantial increase in recent years in the
number of debtors that are unable to meet their obligations on
outstanding debt because of financial difficulties. Sometimes the
debtor and the creditor have restructured the debt to enable the
debtor to avoid bankruptcy proceedings or other consequences of
default, and the number of troubled debt restructurings receiving
publicity has also increased. Although many of the most publicized
troubled debt restructurings have involved debtors that are real
estate companies or real estate investment trusts, debtors in other
industries have also been involved in troubled debt restructurings.
47. APB Opinion No. 26, “Early Extinguishment of Debt,” estab
lished the accounting by a debtor for debt extinguished before its
scheduled maturity. A number of commentators have observed,
however, that not all troubled debt restructurings are “extinguish
ments” as that term is used in APB Opinion No. 26. Also,
since many troubled debt restructurings have occurred on or
after the scheduled maturity of the debt, questions have arisen
about accounting for debt restructurings that are not early ex
tinguishments. It has been suggested that troubled debt restruc
turings should be considered separately from restructurings, in
cluding early extinguishments, that do not involve the economic
or legal pressure to restructure on the creditor that characterizes
troubled debt restructurings.
48. Concern over the lack of guidance in the authoritative
literature on accounting for troubled debt restructurings, accentuated
by their increasing number, led to requests that the Financial
Accounting Standards Board consider the matter. The Board
submitted the question to the Screening Committee on Emerging
Problems and weighed its recommendations in deciding to proceed
with a project limited in scope to accounting and reporting by a
debtor whose debt is restructured in a troubled loan situation.
The Board issued an Exposure Draft of a Proposed Statement,
“Restructuring of Debt in a Troubled Loan Situation,” dated No-
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vember 7, 1975, and held a public hearing on December 12, 1975.
The Board received 63 written responses to the Exposure Draft
and heard five oral presentations at the public hearing. A number
of respondents objected to the accounting prescribed by the Ex
posure Draft, but they held divergent views about the appropriate
accounting. Major issues of concern centered on (a) whether
certain kinds of troubled debt restructurings require reductions of
carrying amounts of debt, (b) if they do, whether the effect of the
reduction should be included in measuring current net income, be
deferred, or be considered a contribution to capital, and (c) whether
interest that is contingently payable on restructured debt should be
recognized before it becomes payable.
49. During the same period, uncertainties arose about the abilities
of some state and local government units to pay their obligations
when due. Some of those obligations have also been restructured,
for example, by continuing the existing obligation for a designated
period at a reduced interest rate or by substituting obligations with
later maturities of the same or a related issuer. Questions about
accounting and reporting by creditors for those restructured
securities led various individuals and organizations to urge the
Board to consider that matter.
50. The Board considered (a) the lack of authoritative guidance
and divergent views about accounting and reporting by debtors for
troubled debt restructurings and by creditors for restructured
securities of state and local government units and (b) the similari
ties of the issues for debtors and creditors and concluded that the
accounting and reporting issues affecting both debtors and creditors
should be considered in a single project. The Board therefore
announced on January 7, 1976, that it had added to its agenda a
project to determine accounting and reporting by both debtors and
creditors. At the same time the Board announced that since the
new project concerned accounting by both debtors and creditors,
the Board would not issue a Statement covering the limited topic
of the November 7, 1975 Exposure Draft.
51. The Securities and Exchange Commission issued, also on
January 7, 1976, Accounting Series Release No. 188, “Interpretive
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Statement by the Commission on Disclosure by Registrants of
Holdings of Securities of New York City and Accounting for
Securities Subject to Exchange Offer and Moratorium.” The
Commission did not require a particular accounting method be
cause of the divergent views on accounting for the securities held
and “the fact that the Financial Accounting Standards Board has
agreed to undertake a study of the accounting problems . . . with
the intention of developing standards which can be applied to
year-end statements in 1976.”
52. The Board appointed a task force in January 1976 to pro
vide counsel in preparing a Discussion Memorandum. Its sixteen
members included individuals from academe, the financial com
munity, industry, law, and public accounting. The Board issued a
Discussion Memorandum, “Accounting by Debtors and Creditors
When Debt Is Restructured,” dated May 11, 1976, comprehending
accounting and reporting by debtors and creditors for “any change
in the amount or timing of cash payments otherwise required under
the terms of the debt at the date of restructuring.” It received 894
written responses to the Discussion Memorandum and heard 37
oral presentations at a public hearing on July 27-30, 1976.
53. In addition, the FASB staff reviewed the accounting and re
porting practices of a number of debtors and creditors involved in
troubled debt restructurings and interviewed a limited number of
individuals who were directly associated with some of those
restructurings.
54. The Board issued an Exposure Draft of a proposed Statement
on “Accounting by Debtors and Creditors for Troubled Debt Re
structurings,” dated December 30, 1976. It received 96 letters
of comment on the Exposure Draft.
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Appendix B

BASIS FOR CONCLUSIONS

55. This Appendix discusses factors deemed significant by mem
bers of the Board in reaching the conclusions in this Statement,
including various alternatives considered and reasons for accepting
some and rejecting others.
SCOPE OF THIS STATEMENT

56. Paragraph 1 states that this Statement establishes standards of
financial accounting and reporting by the debtor and by the creditor
for a troubled debt restructuring. In contrast, the Discussion Memo
randum comprehended all restructurings that changed “the amount
or timing of cash payments otherwise required under the terms of
the debt at the date of the restructuring.” The broader scope of the
Discussion Memorandum, which encompassed nontroubled as well
as troubled debt restructurings, was due to several factors. The
Board considered it necessary to obtain additional information
about accounting practices and problems for both troubled and
nontroubled debt restructurings. Some respondents to the Novem
ber 7, 1975 Exposure Draft of a Proposed Statement, “Restruc
turing of Debt in a Troubled Loan Situation,” expressed concern
that to apply its guidelines for identifying troubled loan situations
would require considerable judgment. Some Task Force members
and other commentators advised the Board to comprehend all
restructurings accomplished by exchanges of debt for debt or of
equity securities for debt that may not be covered by APB Opinion
No. 26.29
57. Most respondents to the Discussion Memorandum that com
mented on the matter, however, recommended that a Statement at
this time should be limited to accounting for troubled debt restruc
turings. Numerous respondents indicated that restructurings of debt
in nontroubled situations present no significant or unusual account-29

29 See paragraph 47 of this Statement.
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ing problems that merit consideration or require new accounting
and reporting standards. Many respondents contended that the
kinds of major changes that might result from new standards on
accounting for all restructurings should be deferred pending
progress on the FASB’s existing projects on accounting for interest
costs and the conceptual framework for financial accounting and
reporting. Some respondents argued that a useful distinction be
tween troubled and nontroubled restructurings of debt can be made
and that the need to use judgment in some circumstances should not
be a deterrent to making that distinction in a Statement. A number
of respondents to the Exposure Draft 30 made similar comments.
58. The Board found persuasive the views described in the pre
ceding paragraph and decided to limit the scope of this Statement
to troubled debt restructurings. The Board also decided that con
clusions in this Statement should not attempt to anticipate results
of considering the issues in its Discussion Memorandum, “Con
ceptual Framework for Financial Accounting and Reporting: Ele
ments of Financial Statements and Their Measurement,” dated
December 2, 1976. Rather, the Board believes that, to the extent
possible, the accounting for troubled debt restructurings pre
scribed in this Statement should be consistent and compatible with
the existing accounting framework.
59. Paragraph 1 also states that the Statement does not establish
standards of financial accounting and reporting for allowances for
uncollectible amounts and does not prescribe or proscribe partic
ular methods for estimating amounts of uncollectible receivables.
Several respondents to the Exposure Draft urged the Board to
adopt the method of accounting for uncollectible amounts based
on the net realizable value of collateral property set forth in
Statement of Position 75-2, “Accounting Practices of Real Estate
Investment Trusts,” issued June 27, 1975 by the Accounting Stand
ards Division of the American Institute of Certified Public Ac30 References to “Exposure Draft” in this Appendix are to “Accounting
by Debtors and Creditors for Troubled Debt Restructurings,” dated Decem
ber 30, 1976, unless the reference specifically identifies the earlier Exposure
Draft, “Restructurings of Debt in a Troubled Loan Situation,” dated
November 7, 1975.
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countants. Others noted potential conflicts between the Exposure
Draft and the AICPA publication and requested clarification. Still
others urged the Board to reject the method for estimating
amounts of uncollectible receivables in Statement of Position 75-2.
60. Since this Statement neither prescribes nor proscribes par
ticular methods for estimating uncollectible amounts of receivables,
it takes no position on whether the net realizable value of collateral
is a proper basis for estimating allowances for uncollectible
amounts of receivables. However, the accounting prescribed in
this Statement for assets received in troubled debt restructurings
differs from that in Statement of Position 75-2, for reasons given
in paragraph 65-105, and the accounting prescribed in this
Statement governs.
61. Paragraphs 2-8 identify debt restructurings that fall within the
scope of this Statement. This paragraph and the next are intended
to clarify further the meaning of troubled debt restructuring for
purposes of this Statement. The description of a troubled debt
restructuring is based generally on that in the November 7, 1975
Exposure Draft, which many respondents to that Exposure Draft
and the Discussion Memorandum found satisfactory. It focuses on
the economic and legal considerations related to the debtor’s finan
cial difficulties that in effect compel the creditor to restructure a
receivable in ways more favorable to the debtor than the creditor
would otherwise consider. The creditor participates in a troubled
debt restructuring because it no longer expects its investment in
the receivable to earn the rate of return expected at the time of
investment and may view loss of all or part of the investment to
be likely unless the receivable is restructured. Thus, a troubled
debt restructuring involves a receivable whose risk to the creditor
has greatly increased since its acquisition, and if the creditor were
not faced with the need to restructure to protect itself, it would
require a much higher effective interest rate to invest in the same
receivable currently. If the receivable has a market price, the
effective interest rate based on that market price will have increased
because of that increased risk to the creditor—that is, it will have
increased more than market interest rates generally (or fallen less
than market rates or increased while interest rates generally have
fallen).
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62. Although the broad description of a troubled debt restruc
turing in paragraphs 2-8 includes settlements of debt by transfers
of assets and grants of equity interests in debtors, troubled debt
restructuring refers in particular to modifications of terms intended
to continue an existing debt by making the terms more favorable
to the debtor to protect the creditor’s investment. For purposes of
this Statement, troubled debt restructurings do not include changes
in terms resulting in an effective interest rate based on market price
of the debt that is comparable to effective interest rates applicable
to debt issued by nontroubled debtors, for example, a situation
in which a debtor is able to exchange for its outstanding debt new
marketable debt with an effective interest rate at or near the
market interest rates for debt issued by nontroubled debtors gen
erally. The fact that the debtor can obtain that interest rate only
by including a “sweetener,” such as a conversion privilege, does not
make that transaction a troubled debt restructuring because (a) the
debtor is sufficiently strong financially that the kind of economic
compulsion on the creditor described earlier is not present, (b) the
“sweetener” represents so drastic a change in the terms of the debt
that the transaction is in substance the exchange of new debt for
outstanding debt rather than merely a modification of terms to
continue an existing debt, or (c) some combination of both factors.
63. Some respondents to the Discussion Memorandum advocated
that the scope of this Statement specifically exclude restructurings
of receivables related to consumer finance activities or to all or
certain residential properties. Their reasons focused primarily on
the individual insignificance of those receivables in a creditor’s
financial position and on the cost involved to account for reduc
tions in recorded investments in large numbers of receivables that
may be restructured. The Board concluded that accounting for
restructurings of those receivables in troubled situations should in
general be the same as for other troubled debt restructurings.
However, grouping like items or using statistical measures may be
appropriate for receivables that are not individually material.
64. Some respondents to the Exposure Draft suggested that the
time of a troubled debt restructuring be clarified because several
dates or events may be involved. The time may be significant in
matters relating to recognizing gains or losses from restructuring
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or to the effective date of the Statement. Paragraph 6 specifies the
time of a restructuring to be the date of consummation, that is, the
time that assets are transferred, new terms become effective, and
the like. A debtor should not recognize a gain on restructuring
before consummation of the restructuring; a creditor should record
receipt of an asset or equity interest at that date or should for
mally write down a restructured receivable, but may already have
recognized a loss on restructuring through estimated uncollectible
amounts.
DIVERGENT VIEWS OF TROUBLED DEBT RESTRUCTURINGS

65. Respondents to the Discussion Memorandum expressed diver
gent views about the substance of various types of troubled debt
restructurings and appropriate accounting for them within the ex
isting accounting framework. Those views fall generally into three
categories:
a. All troubled debt restructurings constitute events that are part
of continuing efforts by creditors to recover amounts invested
and obtain a return on investment despite debtors’ financial
difficulties; therefore, troubled debt restructurings may require
certain disclosures, but usually do not require changes in car
rying amounts of payables or recorded investments in receiv
ables or recognition of gains or losses.
b. All debt restructurings, troubled and nontroubled, constitute
transactions whose financial effect on assets or liabilities (re
ceivables or payables) should be recognized, including recogni
tion of gains or losses.
c. Accounting for a troubled debt restructuring depends on the
characteristics of the restructuring. Some troubled debt restruc
turings constitute transactions requiring recognition of changes
in receivables or payables and related gains or losses; other
troubled debt restructurings do not.
Recognition of Changes Not Appropriate

66. Respondents who contended that troubled debt restructurings
constitute events for which recognition of changes in assets or

141

liabilities is usually not appropriate within the existing accounting
framework generally focused on accounting by creditors. They
reasoned that a troubled debt restructuring commonly involves a
concession granted unilaterally by the creditor to increase its pros
pects of recovering the amount invested. The debtor is usually
a passive beneficiary of the effects of the restructuring. Troubled
debt restructurings typically result from the debtor’s financial dif
ficulties that existed before restructuring, and in the existing ac
counting framework the creditor should have considered the
debtor’s financial difficulties in estimating an allowance for un
collectible amounts regardless of whether those difficulties were
likely to culminate in a restructuring. According to those re
spondents, the restructuring event in itself has no accounting
significance except to sometimes provide more definitive evidence of
the effect of the debtor’s financial difficulties on the creditor’s ability
to recover the recorded investment in the receivable.
67. According to that view, the creditor should record no change
in a receivable restructured in a troubled debt restructuring and no
gain or loss whether the restructuring involves (i) transfer of
receivables, real estate, or other noncash assets from the debtor to
the creditor to satisfy the receivable, (ii) grant to the creditor of an
equity interest in the debtor to satisfy the receivable, (iii) modifica
tion of the terms of the receivable, or (iv) some combination of
transfer of assets or grant of equity interests (or both) and modifica
tion of terms. The normal, expected course of events in a creditor’s
activities is to invest cash, earn interest on the cash invested, and
eventually recover the cash. Although a creditor initiates or agrees
to a restructuring to protect the amount invested, not to acquire
noncash assets, the creditor may accept noncash assets (including an
equity interest) as a necessary intermediate step. The creditor
previously held a claim on the debtor’s assets, either through a
receivable secured by specific collateral or through an unsecured
general claim against the debtor’s assets. Accepting noncash assets
in a restructuring represents the exercise of that claim; the assets
stand in the place of the receivable. According to that view, the
creditor’s recorded investment in the receivable should become the
recorded investment in the surrogate assets obtained. Then, since
whether the creditor recovers that investment depends on the cash
received for the assets that replaced the receivable, recoverability of
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that recorded investment as a result of obtaining the surrogate assets
should be assessed. An expected failure, if any, to recover all of
the recorded investment should be recognized as a loss by the
creditor to the extent not previously recognized. However, transfer
of the assets to the creditor should not precipitate recognition of a
loss that was not inherent in the receivable before the restructuring;
at most, the transfer provides evidence of the existence and amount
of a loss.

Recognition of Changes Appropriate For All Debt Restructurings

68. Some respondents advocated for virtually all debt restructur
ings, troubled and nontroubled, the accounting normally required
in the existing accounting framework for initial recognition of assets
and liabilities. They reasoned that each restructuring is an exchange
resulting in a new asset for the creditor or liability for the debtor in
place of the old one. According to that view, the presence or ab
sence of financial difficulties does not affect the appropriate
accounting for a restructuring; at most, a debtor’s financial difficul
ties may affect the terms of the exchange. Those respondents
contended that all assets and liabilities exchanged in debt re
structurings should be measured at their fair values at the time of
the restructuring by both debtors and creditors. They considered
continued use of recorded amounts derived from previous ex
change transactions to be inappropriate for restructured receivables
and payables because it ignores a current exchange transaction and
may ignore gains or losses that have occurred and should be
recognized.

Accounting Depends on Circumstances

69. Some respondents contended that the controlling criterion in
determining appropriate accounting for a debt restructuring within
the existing accounting framework is whether the restructuring
involves transfer of resources, obligations, or both between debtor
and creditor. According to that view, a troubled debt restructuring
involving transfer of resources, obligations, or both should be
accounted for the same as other transfers of resources and obliga-
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tions in the existing accounting framework and may involve
recognizing a gain or loss. A troubled debt restructuring involving
no transfer of resources or obligations requires no accounting for
changes in assets or liabilities, except to recognize losses in accord
ance with FASB Statement No. 5.
70. Some respondents distinguished debt restructurings involving
transfers of resources, obligations, or both from those involving no
transfers on the basis of whether the debtor transferred assets or
granted an equity interest to the creditor to satisfy the debt or the
restructuring involved modification of terms only. Other re
spondents classified modifications of terms involving reduction of
face amount of the debt with transfers of assets or grants of equity
interests (discussed further in paragraphs 106-155).

Board Conclusions about Recognizing Changes in
Assets or Liabilities

71. APB Statement No. 4, “Basic Concepts and Accounting Prin
ciples Underlying Financial Statements of Business Enterprises,”
describes relevant parts of the existing accounting framework.
That Statement defines “economic resources” as “the scarce means
(limited in supply relative to desired uses) available for carrying
on economic activities” and identifies “claims to receive money”
as an economic resource. It defines “economic obligations” as
“present responsibilities to transfer economic resources or provide
services to other entities in the future” and identifies “obligations to
pay money” as an economic obligation. It also states that “events
that change resources, obligations, and residual interest are the
basis for the basic elements of results of operations . . . and other
changes in financial position with which financial accounting is
concerned.” (See APB Statement No. 4, paragraphs 57, 58, and
61.)
72. According to APB Statement No. 4, almost all of the events
that in the existing accounting framework normally change assets
and liabilities and also affect net income for the period of change
are either “exchanges” or “nonreciprocal transfers,” the two classes
that comprise “transfers of resources or obligations to or from other
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entities.” The other classes of events—“external events other than
transfers of resources or obligations to or from other entities” (price
changes, interest rate changes, technological changes, vandalism,
etc.) and “internal events” (production and casualties)—result in
revenues or gains only through “exceptions” and result in expenses
or losses only because some produce losses by definition or by
applying the “modifying convention” of conservatism. (See APB
Statement No. 4, paragraphs 62 and 180-187.)
73. An exchange is a reciprocal transfer between the enterprise
and another entity in which “the enterprise either sacrifices re
sources or incurs obligations in order, to obtain other resources or
satisfy other obligations.” “Exchanges between the enterprise and
other entities (enterprises or individuals) are generally recorded in
financial accounting when the transfer of resources or obligations
takes place or services are provided.” Nonreciprocal transfers are
“transfers in one direction of resources or obligations, either from
the enterprise to other entities or from other entities to the enter
prise.” In nonreciprocal transfers between the enterprise and
entities other than owners, “one of the two entities is often passive,
a mere beneficiary or victim of the other’s actions.” Nonreciprocal
transfers between the enterprise and entities other than owners
“are recorded when assets are acquired (except that some noncash
assets received as gifts are not recorded), when assets are disposed
of or their loss is discovered, or when liabilities come into existence
or are discovered.” (See APB Statement No. 4, paragraphs 62,
181, and 182.)
74. The Board rejected the view that virtually all troubled debt
restructurings have the same substance in the existing accounting
framework. It therefore rejected both the view that accounting
for all troubled debt restructurings should involve recognition of
changes in assets or liabilities and perhaps gains and losses and the
view that no troubled debt restructurings should require recognition
of changes in assets or liabilities or gains or losses.
75. The Board concluded that a troubled debt restructuring that
involves transfer of resources or obligations requires accounting
for the resources or obligations transferred whether that restructur
ing involves an exchange transaction or a nonreciprocal transfer.
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Both kinds of transfers are accounted for in the existing account
ing framework on essentially the same basis (exchange price
received or paid or fair value received or given). In this State
ment, therefore, the Board found it unnecessary to decide whether
the transfer of resources and obligations in various types of troubled
debt restructurings is reciprocal (an exchange) or nonreciprocal
as those terms are used in paragraph 62 of APB Statement No. 4.
76. The Board also concluded that a troubled debt restructuring
that does not involve a transfer of resources or obligations is a
continuation of an existing debt. It is neither an event that results
in a new asset or liability for accounting purposes nor an event that
requires a new measurement of an existing asset or liability.
77. The Board noted that guidance regarding the types of
troubled debt restructurings that involve transfers of resources,
obligations, or both is sparse in existing accounting pronounce
ments, and various views exist. The Board concluded that to the
extent a troubled debt restructuring involves (i) transfer of receiv
ables, real estate, or other assets from debtor to creditor to satisfy
debt or (ii) grant to the creditor of an equity interest in the
debtor to satisfy debt (or a combination of both), a transfer of
resources or obligations has occurred that in the existing account
ing framework should be accounted for at fair value. The debtor
has given up assets or granted an equity interest to settle a payable,
and the creditor has received the assets or equity interest in satis
faction of a receivable. In contrast, to the extent a troubled debt
restructuring involves only modification of terms of continuing
debt, no transfer of resources or obligations has occurred. The
substance of troubled debt restructurings involving modifications
of continuing debt is discussed in paragraphs 106-155.
78. Several respondents to the Exposure Draft disagreed with the
Board’s distinction between troubled debt restructurings involving
transfers of assets or grants of equity interests in debtors and those
involving only modifications of terms. Some respondents wished
to have fewer kinds of troubled debt restructurings accounted for
as transactions between debtors and creditors and thus disagreed
with the Exposure Draft’s conclusions on accounting for transfers
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of assets; their views are noted in the next section. Others wished
to account for more kinds of troubled debt restructurings as
transactions between debtors and creditors and thus disagreed
with the Exposure Draft’s conclusions on accounting for modifica
tions of terms; their views are noted in paragraphs 150-153.
ACCOUNTING FOR RESTRUCTURINGS INVOLVING TRANSFERS
Accounting by Debtors and Creditors for Transfer of Assets
Concept of Fair Value

79. Some respondents to the Exposure Draft continued to argue
that all troubled debt restructurings should be accounted for as
modifications of terms of debt and that none should be accounted
for as transfers of assets (paragraphs 66 and 67). Others accepted
the need to account for some troubled debt restructurings as asset
transfers but held that obtaining assets through foreclosure or
repossession under terms included in lending agreements should
be distinguished from obtaining assets in exchange for cash or in
other “asset swaps.” They contended that (a) only the form of
the asset is changed by foreclosure or repossession, (b) the sub
stance of a secured loan is that the lender may choose either to
postpone receipt of cash or take the asset to optimize cash receipts
and recovery of its investment, and (c) foreclosure or repossession
is not the completion of a lending transaction but merely a step
in the transaction that begins with lending cash and ends with
collecting cash.
80. The Board rejected those arguments for the reasons given in
paragraphs 71-77, emphasizing that an event in which (a) an asset
is transferred between debtor and creditor, (b) the creditor re
linquishes all or part of its claim against the debtor, and (c) the
debtor is absolved of all or part of its obligation to the creditor is
the kind of event that is the basis of accounting under the existing
transaction-based accounting framework. To fail to recognize an
event that fits the usual description of a transaction and to recog
nize only the lending and collection of cash as transactions would
significantly change the existing accounting framework.
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81. Use of the fair value of an asset transferred to measure the
debtor’s gain on restructuring and gain or loss on the asset’s dis
posal or the creditor’s cost of acquisition is not adopting some kind
of “current value accounting.” On the contrary, that use of fair
value is common practice within the existing accounting frame
work. Paragraph 13 of this Statement explains briefly the meaning
of fair value and refers to APB Opinions No. 16, No. 21, and
No. 29, which use fair value in the same way and provide guidance
about determining fair values within the existing accounting frame
work. The term fair value is used in essentially the same way as
market value was used in the Discussion Memorandum to denote a
possible attribute to be measured at the time a debt is restructured.
Fair value is defined in paragraph 181 of APB Statement No. 4
as “the approximation of exchange price in transfers in which
money or money claims are not involved.” Although a “money
claim” is necessarily involved in transferring assets to settle a
payable in a troubled debt restructuring, the troubled circum
stances in which the transfer occurs make it obvious that the
amount of the “money claim” does not establish an exchange price.
Determining fair value of the assets transferred in a troubled debt
restructuring is usually necessary to approximate an exchange price
for the same reasons that determining fair value is necessary to
account for transfers of assets in nonmonetary transactions (APB
Opinion No. 29).
82. That point is emphasized in this Appendix because some
respondents to the Exposure Draft apparently misunderstood the
concept of fair value (paragraph 11 of the Exposure Draft and
paragraph 13 of this Statement) and the discounting of expected
cash flows specified in those paragraphs. Paragraph 13 per
mits discounting of expected cash flows from an asset transferred or
received in a troubled debt restructuring to be used to estimate fair
value only if no market prices are available either for the asset or
for similar assets. The sole purpose of discounting cash flows in
that paragraph is to estimate a current market price as if the asset
were being sold by the debtor to the creditor for cash. That
estimated market price provides the equivalent of a sale price on
which the debtor can base measurement of a gain on restructuring
and a gain or loss on disposal of the asset and the equivalent of a
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purchase price on which the creditor can measure the acquisition
cost of the asset. To approximate a market price, the estimate of
fair value should use cash flows and discounting in the same way
the marketplace does to set prices—in essence, the marketplace
discounts expected future cash flows from a particular asset “at a
rate commensurate with the risk involved” in holding the asset. An
individual assessment of expected cash flows and risk may differ
from what the marketplace’s assessment would be, but the pro
cedure is the same.
83. In contrast to the purpose of paragraph 13, AICPA State
ment of Position No. 75-2 31 is concerned with different measures
—net realizable value to a creditor of a receivable secured by real
property and net realizable value of repossessed or foreclosed
property. Its method of accounting for assets obtained by fore
closure or repossession thus differs from the method specified in
this Statement. It proposes discounting expected cash flows at a rate
based on the creditor’s “cost of money” to measure the “holding
cost” of the asset until its realizable value is collected in cash.
The concept of fair value in paragraph 13 does not involve
questions of whether interest is a “holding cost” or “period cost”
because it is concerned with estimating market price, not net
realizable value, however defined. Accounting for transfers of
assets in troubled debt restructurings and for the assets after
transfer is, of course, governed by this Statement.
84. Several respondents to the Exposure Draft suggested that the
Statement should explicitly state that troubled debt restructurings
that are in substance transfers of assets should be accounted for
according to that substance. The Board agreed that a restructuring
may be in substance a foreclosure, repossession, or other transfer of
assets even though formal foreclosure or repossession proceedings
are not involved. Thus, the Statement requires accounting for a
transfer of assets if, for example, the creditor obtains control or
ownership (or substantially all of the benefits and risks incident to
ownership) of one or more assets of the debtor and the debtor is
wholly or partially relieved of the obligations under the debt, or if
31 See paragraphs 59 and 60 of this Statement.
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both the debt and one or more assets of the debtor are transferred
to another debtor that is controlled by the creditor.
Debtor’s Recognition of Gain or Loss

85. Responses to the November 7 , 1975 Exposure Draft, the May
11, 1976 Discussion Memorandum, and the Exposure Draft in
cluded two general procedures for a debtor to account for a gain
or loss from a troubled debt restructuring involving a transfer of
assets to settle a payable:
a. The debtor recognizes a difference, if any, between the carry
ing amount of assets transferred and the carrying amount of
the payable settled as a gain on restructuring of a payable.
b. The debtor (1) recognizes a difference, if any, between the
fair value and carrying amount of assets transferred as a
gain or loss on transfer of assets and (2) recognizes a difference,
if any, between the fair value of assets transferred and the
carrying amount of the payable settled, as a gain on restructur
ing of a payable.
86. Some respondents contended that debtors should not recognize
the difference between the carrying amount and fair value of
assets transferred to settle a payable as a gain or loss on assets.
Instead, the net difference, if any, between the carrying amount
of assets transferred and the carrying amount of a payable settled
should be recognized as a gain or loss on restructuring of a
payable. They argued that to measure the fair value of assets
transferred would be costly and subjective in certain circumstances
and that distinctions in the debtor’s income statement between
a gain or loss on disposition of assets and a gain on settlement
of payables in the same troubled debt restructuring would probably
not be helpful and might be arbitrary.
87. Other respondents who addressed the question emphasized
the desirability of being able to assess separately the debtor’s
performance with respect to the transferred assets. They suggested
that measuring the fair values of the transferred assets is essential
to that assessment and conveys significant information that is ob-
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scured if fair values are not measured. For example, the fair
values of some assets transferred (such as real estate) may often
exceed their carrying amounts, while the fair values of other assets
transferred (such as receivables) may sometimes be less than their
face amounts. In the existing accounting framework, the first kind
of difference is not recognized before disposal of the asset, but the
second kind of difference is likely to have been recognized before
restructuring by some debtors but not recognized by others for
various reasons. Failure to include a gain or loss for the difference
between the fair values and carrying amounts of assets trans
ferred in troubled debt restructurings is likely to obscure differ
ences and similarities between restructurings, according to that
view, and respondents who advocated separate recognition of a
debtor’s gains or losses on assets transferred and gains on restruc
turing argued that separate recognition is required to provide
consistent information about a single debtor for different periods
and comparable information about different debtors for the same
periods. The need for separate recognition is accentuated if gains
and losses on transfer of assets are classed differently from gains
on restructuring in the debtor’s income statement (that is, if the
latter are classified as extraordinary items).
88. The Board concluded that the fair value of the assets trans
ferred in a troubled debt restructuring constitutes the best measure
of the debtor’s sacrifice to settle the payable and therefore that
the fair value of assets transferred should be used to measure the
gain on restructuring of the payable. In the existing accounting
framework, gains, and losses on certain kinds of noncurrent assets,
are usually recognized on assets only when the assets are sold or
otherwise disposed of. For many assets, that gain or loss on sale or
disposal is the only indication of whether the enterprise did well or
poorly by having the asset. That indication is lost if the gain
or loss on disposition is buried in a gain on restructuring of
troubled debt, and the effect of the restructuring itself is also
obscured. Further, unless fair value of the asset transferred is
used to account for the transaction, the proportion of a payable
settled by the transfer can usually be determined only by arbitrary
and complicated allocations if the transfer settles only part of
the payable and the terms are modified on the remainder (para
graph 19).
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89. Since a gain or loss recognized by a debtor on the assets
transferred to settle a payable in a troubled debt restructuring
is closely related to a gain recognized by a debtor on restructuring
of a payable, the Board concluded that the aggregate amount
of each should be disclosed for restructurings that have occurred
during a period for which financial statements are presented (para
graph 25).
Creditor’s Subsequent Accounting

90. The Board considered two proposals for a creditor’s account
ing for assets received in full satisfaction of a receivable in a
troubled debt restructuring: (a) the creditor accounts for the
assets received at their fair value and recognizes as a loss a differ
ence, if any, between the total fair value of assets received and
the recorded investment in the receivable satisfied or (b) the
creditor accounts for the assets received at the recorded invest
ment in the receivable satisfied and recognizes no loss. Those
alternatives are described in paragraphs 65-70, and the Board’s
reasons for adopting the first proposal are given in paragraphs
71-78.
91. Several respondents to the Exposure Draft requested guidance
on a creditor’s accounting after a troubled debt restructuring for
assets received in the restructuring. Some asked the Board to
require or permit creditors to accrue interest on all assets acquired
through repossession or foreclosure. In response, paragraph 29
states that “after a troubled debt restructuring, a creditor shall
account for assets received in satisfaction of a receivable the same
as if the assets had been acquired for cash.” The fair value at
the time of transfer of an asset transferred to a creditor in a
troubled debt restructuring is a measure of its cost to the creditor
and generally remains its carrying amount (except for deprecia
tion or amortization) until sale or other dispositon if the asset
is inventory, land, building, equipment, or other nonmonetary
asset. That is, under the present accounting framework, interest
is accrued only on some receivables and other monetary assets.
Except for the effects of a few specialized rules that permit
interest cost to be added to the cost of some assets under con
struction, etc., interest is not accrued on nonmonetary assets.
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That framework governs accounting for assets acquired in a
troubled debt restructuring. The method of accounting for assets
received through foreclosure, repossession, or other asset transfer
to satisfy a receivable proposed by Statement of Position 75-2
is not compatible with the accounting specified in this Statement.

Debtor’s Accounting For Grant of Equity Interest

92. The Board considered three proposals for a debtor’s account
ing for an equity interest granted to a creditor to settle a payable
in a troubled debt restructuring:
a. The debtor directly increases its owners’ equity by the fair
value of the equity interest granted32 and recognizes the
difference between that fair value and the carrying amount
of the payable settled as a gain included in measuring net
income.
b. Same as (a) except that the resulting gain is included directly
in the owners’ equity of the debtor.
c. The debtor directly increases its owners’ equity by the carrying
amount of the payable settled, recognizing no gain.
93. Respondents favoring use of fair value to record a grant of
an equity interest contended that the increase in the owners’ equity
of the debtor as a result of a troubled debt restructuring should
be measured by the consideration received for the equity interest
granted, not by the carrying amount of the payable settled because
that carrying amount has no current economic significance. They
also contended that a separate measure of a gain on restructuring
of payables provides useful information.
94. Among those who advocated use of fair value to record an

32 “Fair value” in this context normally means the fair value of the liability
satisfied or the fair value of the equity interest granted, whichever is the
more clearly evident (APB Opinion No. 16, paragraph 67 and APB State
ment No. 4, paragraph 182).

153

equity interest granted to settle debt in a troubled debt restructur
ing and recognition of a resulting gain on restructuring, some
advocated including that gain in measuring net income and others
advocated including it directly in the debtor’s equity accounts.
Those favoring inclusion in net income argued that all gains
from troubled debt restructurings are components of net income
whether they arise from transfer of assets or grant of equity
interests. Those favoring direct inclusion in owners’ equity argued
that, to the extent an equity interest is involved, the restructuring
is a capital transaction and gains resulting from capital trans
actions should be recognized as direct increases in paid-in or
contributed owners’ equity rather than as components of net
income.
95. Those who advocated that the debtor’s increase in equity
for an equity interest granted should be the carrying amount of
the debt settled also argued that granting an equity interest is
essentially a capital transaction to which the notion of a gain does
not apply. That solution was proposed in the November 7, 1975
Exposure Draft. Advocates of that view noted that paragraph 187
of APB Statement No. 4 states that, among other sources, increases
in owners’ equity arise from investments in an enterprise by its
owners. According to that view, a creditor that accepts an equity
interest in the debtor in satisfaction of a receivable becomes an
owner; the debtor’s measure of the owners’ investment is the
carrying amount of the payable settled.
96. After considering the comments received in response to the
November 7, 1975 Exposure Draft, the May 11, 1976 Discussion
Memorandum, and the Exposure Draft, the Board concluded that
a debtor should record an equity interest in the debtor granted
to a creditor to settle a payable in a troubled debt restructuring at
its fair value, and the difference between that fair value and the
carrying amount of the payable settled should be recognized as a
gain in measuring net income. The Board recognizes that, for
some debtors involved in troubled debt restructurings, estimating
either the fair value of the equity interest granted or the fair
value of the payable settled may be difficult. That estimate is
necessary, however, to measure separately the consideration re-
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ceived for the equity interest and the gain on restructuring. To
include the gain on restructuring in contributed equity would
violate a clear principle for accounting for issues of stock—
capital stock issued is recorded at the fair value of the considera
tion received (APB Statement No. 4, paragraph 182). The con
sideration received for the stock issued in that kind of troubled
debt restructuring is cancellation of the payable (or part of it),
but the fair value of the consideration received is not measured
by the carrying amount of the payable. Whether the consideration
received is measured by the fair value of the stock issued or
the fair value of the payable cancelled, the consideration is less
than the carrying amount of the payable. To record the stock
issued at the carrying amount of the, payable thus results in
recording the stock at an amount in excess of the consideration
received; to include the gain in restructuring in contributed equity
instead of net income gives the same result.
97. To recognize a gain on restructuring acknowledges that the
creditor accepted something less than the carrying amount of the
payable to settle it. Since that is the essential result whether the
restructuring is in the form of a transfer of assets from debtor
to creditor or the form of a grant to the creditor of an equity inter
est in the debtor, the Board believes that essentially the same
accounting applies in the existing accounting framework to both
kinds of restructurings. Although the creditor becomes an owner
of the debtor to the extent that the creditor accepts an equity
interest in the debtor, that is a consequence of the kind of con
sideration used to settle a payable in a restructuring. The restruc
turing itself is an agreement between a debtor and a creditor,
and the gain to the debtor results because the creditor accepted
less consideration than the carrying amount of the debt.
Classification of Debtor’s Gain on Restructuring

98. Alternatives considered by the Board for classifying gain on
a troubled debt restructuring in the debtor’s financial statements
were that the gain is: (a) always included in measuring net income
in accordance with APB Opinion No. 30, (b) always included in
measuring net income as an extraordinary item, and (c) always
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included as a direct addition to paid-in capital. M ost respondents
addressing the question recom mended classifying a gain on re
structuring debt as an extraordinary item, primarily because they
perceived it to be similar to gains or losses on extinguishment of
debt that, according to FASB Statement No. 4, shall be aggregated
and, if m aterial, classified as an extraordinary item, net of related
income tax effect. Some respondents recommended classifying
the gain as a direct increase in paid-in capital, contending that
since the gain results from a unilateral action by the creditor, the
debtor has in effect received a contribution to equity from the
creditor.
99. The Board concluded that a gain on restructuring (net of
related income tax effect), if m aterial, should always be classified
as an extraordinary item in measuring the debtor’s net income.
The Board recognized that to apply the criteria in APB Opinion
No. 30 to a particular debtor’s gain on restructuring would not
necessarily result in its classification as an extraordinary item. The
B oard concluded, however, that a gain on restructuring of a payable
in a troubled debt restructuring is indistinguishable from a gain or
loss on other extinguishments of debt, and the same classification
in financial statements is appropriate. Since FASB Statement No. 4
classifies a gain or loss on extinguishment of debt as an extra
ordinary item, the classification is appropriate for a gain on
restructuring of a payable.
100. Some respondents suggested that “legal fees and other
direct costs that a debtor incurs in granting an equity interest
to a creditor in a troubled debt restructuring” (paragraph 24)
always be included as extraordinary items whether or not the
debtor recognizes a gain on restructuring. Issuing equity interests
is not an extraordinary event for a business enterprise, however,
and related costs are not extraordinary items under any existing au
thoritative literature. Deducting those costs from the proceeds of
issue has been customary practice, and this Statement does not
change that custom. But only costs of issuing the equity interest
may be accounted for that way. All other direct costs of a
troubled debt restructuring are expenses of the period of restruc
turing but shall be deducted from a gain, if any, on restructuring.
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Creditor’s Accounting for Loss on Restructuring

101. Some respondents to the Discussion Memorandum, especi
ally financial institutions, indicated that they hold and manage
broad groups of earning assets (primarily loans and investments)
as portfolios rather than as individual assets. According to them,
their primary consideration in making a new loan or investment
is to recover the amount invested, and the rate of return on the
amount invested is a secondary consideration. Although one
objective is to obtain an appropriate rate of return for the par
ticular credit risk, changes in market conditions and general eco
nomic conditions as well as changes affecting the individual asset
or debtor may cause the actual return from a loan or investment
to vary from that originally anticipated. Therefore, the objective
is to maintain a portfolio with an average yield that provides an
adequate margin over the cost of funds and that has risk, maturity,
marketability, and liquidity characteristics that are appropriate for
the particular institution. To achieve that objective, the contractual
rate of return required on individual loans and investments must
include a factor to offset the probability that some of them will
become nonearning assets, some will ultimately recover amounts
invested only with difficulty, and some will involve loss of at least
a portion of the amounts invested.
102. The financial difficulties of a debtor that lead to a troubled
debt restructuring usually require the creditor to consider those
difficulties carefully in determining whether to recognize a loss on
the existing receivable. Typically, before restructuring occurs, the
creditor has determined the need for a related allowance for
uncollectible amounts in light of those difficulties. An allowance
for uncollectible amounts may have been based on individual
receivables, on groups of similar receivables without necessarily
attempting to identify particular receivables that may prove un
collectible, or both. The creditor typically has numerous lending
transactions and expects loan losses to recur as a consequence
of customary and continuing business activities. Almost all re
spondents who commented on the classification of a creditor’s
loss on restructuring recommended that the loss be accounted
for in a manner consistent with the enterprise’s method of account
ing for other losses related to its receivables. Usually that
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involves recognizing specific losses as they are identified and
periodically adjusting the allowance for uncollectible amounts
based on an assessment of its adequacy for losses not yet specific
ally identified. Respondents recommended that the net effect of
recognizing specific losses and adjusting the valuation allowance
be included in measuring net income in accordance with the
provisions of APB Opinion No. 30.
103. The Board considered the varied frequency and significance
for creditors of troubled debt restructurings in the light of the dis
cussion in APB Opinion No. 30, and agreed that (a) a creditor
should account for a loss from a troubled debt restructuring in the
same manner as a creditor’s other losses on receivables (that is, as
deductions in measuring net income or as reductions of an allow
ance for uncollectible amounts), and (b) APB Opinion No. 30
should apply to losses on restructuring that are included in measur
ing net income.
Creditor's Sale of Assets Received in Restructuring

104. A creditor whose customary business activities include lend
ing may sell an asset that was previously acquired in a troubled
debt restructuring. The consideration received in that sale may be
represented, in whole or in part, by a receivable. The Board con
sidered whether a receivable received in that way is exempt from
the provisions of APB Opinion No. 21 because paragraph 3(d) of
that Opinion states that, except for one paragraph, the Opinion
does not apply to several kinds of receivables or payables or activi
ties, including “the customary cash lending activities and demand
or savings deposit activities of financial institutions whose primary
business is lending money.” Some respondents to the Exposure
Draft held that acquiring and disposing of those assets is part of
“the customary cash lending activities” of certain financial insti
tutions.
105. The “lending activities” referred to in paragraph 3(d) of
APB Opinion No. 21 are modified by the words “customary” and
“cash,” and the Board concluded that the sale of an asset, such as
real estate, by a financial institution is distinguishable from its
customary cash lending activities. The view that the customary
cash lending activities of a financial institution include reposses-

158

sion or foreclosure and resale of assets is part of the argument
that repossessions and foreclosures are not transactions to be
accounted for but merely changes in the form of the asset
(paragraphs 66, 67, and 79-84). The Board rejected that conten
tion and also rejected this part of it. APB Opinion No. 21 focuses
primarily on the possible misstatement of the exchange price
(sale price or purchase price) in an exchange of a noncash asset
for a receivable or payable, with consequent misstatement in the
period of the transaction of gain or loss on sale or acquisition
cost and misstatement in later periods of interest income or
interest expense. The resale of repossessed or foreclosed assets is
that kind of transaction and involves the same questions. Accord
ingly, the Board concluded that a receivable resulting from sale
of an asset received in a troubled debt restructuring is covered
by that Opinion, including paragraph 12, which prescribes the
measurement of a note (receivable) exchanged “for property,
goods, or service in a bargained transaction entered into at arm’s
length.”
ACCOUNTING FOR RESTRUCTURINGS INVOLVING
MODIFICATION OF TERMS
Background Information

106. A creditor holds a receivable with the expectation that the
future cash receipts, both those designated as interest and those
designated as face amount, specified by the terms of the agreement
will provide a return of the creditor’s investment in that receivable
and a return on the investment (interest income).33 That essential
nature of a creditor’s investment in a receivable is the same whether
the creditor invested cash (for example, a cash loan to a debtor or
a cash purchase of debt securities) or exchanged assets or services
(for example, a sale of the creditor’s services, product, or other
assets) for the receivable.
33 The terms of some short-term receivables and payables (for example,
trade accounts receivable or payable) may not be expected to result in in
terest income or interest expense to the creditor or debtor except as it may
be implicit in the transaction (for example, implicit in the price of a product
sold or purchased on account).
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107. Similarly, a debtor expects the future cash payments speci
fied by the terms of a payable to include a cost (interest expense)
for the privilege of deferring repayment of funds borrowed or
deferring payment for goods or services acquired. The essential
nature of a debtor’s payable is the same whether the debtor re
ceived cash in exchange for the payable (for example, a cash loan
or the issue of debt securities for cash) or received other assets
or services (for example, a purchase of services, materials, or
other assets from the creditor).
108. The difference between the amount a creditor invests in a
receivable and the amount it receives from the debtor’s payments
of interest and face amount is the return on the investment (interest
income) for the entire period the receivable is held. Similarly, the
difference between the amount a debtor receives and the amount
it pays for interest and face amount is the cost of deferring payment
(interest expense) for the entire period the payable is outstanding.
The question that must be answered to account for a debt (a re
ceivable or payable) and related interest is how that total interest
income or expense is to be allocated to the accounting periods com
prising the entire period that the receivable is held or the payable
is outstanding.
109. That allocation of interest income or expense to periods is
normally accomplished in present accounting practice by the inter
est method, which measures the interest income or expense of each
period by applying the effective interest rate implicit in the debt to
the amount of the debt at the beginning of the period, assuming
that all cash receipts or payments will occur as specified in the
agreement. The effective interest rate implicit in the debt may be
the same as or different from the interest rate stated in the agree
ment (the stated interest rate). The effective and stated rates are
the same if the amount invested or borrowed equals the face
amount; the rates differ if the amount invested or borrowed is
greater or less than the face amount.
110. Thus, the recorded investment in a receivable or the carrying
amount of a payable, both at the time of the originating transaction
and at the beginning of each period comprising the entire period a
receivable is held or a payable is outstanding, is the sum of the
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present values of (a) the amounts of periodic future cash receipts
or payments that are designated as interest and (b) the face amount
of cash due at maturity, both discounted at the effective interest
rate implicit in the debt. If the effective interest rate differs from
the stated interest rate, the recorded investment in the receivable
or carrying amount of the payable in financial statements is the face
amount plus unamortized premium or less unamortized discount,
and that amount is used to measure the interest income or expense,
as described in the preceding paragraph.
111. Numerous references to and descriptions of the concepts and
procedures referred to in paragraphs 108-110 are found in the
pronouncements of the Accounting Principles Board and the
Financial Accounting Standards Board, for example, on accounting
for leases (FASB Statement No. 13); accounting for the cost of
pension plans (APB Opinion No. 8); accounting for interest on
receivables and payables (APB Opinions No. 12 and No. 21);
accounting for early extinguishment of debt (APB Opinion No.
26); recording receivables and payables of a company acquired in a
business combination (APB Opinion No. 16, paragraphs 87-89);
and translating receivables and payables denominated in a foreign
currency (FASB Statement No. 8, paragraph 39).
112. Pronouncements of the Accounting Principles Board also in
clude several specific statements of broad principle. They include:
“The general principles to apply the historical-cost basis of account
ing to an acquisition of an asset depend on the nature of the trans
action : . . . b. An asset acquired by incurring liabilities is recorded
at cost—that is, at the present value of the amounts to be paid”
(APB Opinion No. 16, paragraph 67); “Conceptually, a liability is
measured at the amount of cash to be paid discounted to the time
the liability is incurred” (APB Statement No. 4, paragraph 181
[M-1C]; and “. . . upon issuance, a bond is valued at (1) the present
value of the future coupon interest payments plus (2) the present
value of the future principal payments (face amount).. . . discounted
at the prevailing market rate of interest . . . at the date of issuance
of the debt” and “. . . the difference between the present value
and the face amount should be treated as discount or premium
and amortized as interest expense or income over the life of the
note in such a way as to result in a constant rate of interest when
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applied to the amount outstanding at the beginning of any given
period. This is the ‘interest’ method described in and supported by
paragraphs 16 and 17 of APB Opinion No. 12” (APB Opinion
No. 21, paragraphs 18 [Appendix] and 15).
Kinds of Modifications and Accounting Issues

113. Agreements between a creditor and a debtor that modify the
terms of an existing debt may affect (i) only the timing of future
cash receipts or payments specified by the agreement—the timing
of periodic interest, the maturity date, or both, (ii) only the amounts
of cash to be received or paid—the amounts of interest, face
amount, or both, or (iii) both timing and amounts of cash to be
received or paid.
114. Two major issues arise in accounting for an existing debt
whose terms are modified in a troubled debt restructuring. One
issue involves whether to: (a) continue the same recorded invest
ment for the receivable or carrying amount for the payable and
recognize the effects of the new terms prospectively as reduced
interest income or expense or (b) recognize a loss or gain by
changing the recorded amount. The interest method (paragraph
109) is used in both (a) and (b) to allocate interest income or ex
pense to periods between restructuring and maturity, but in gen
eral, the implicit annual interest rate will be higher, and the
resulting interest income or expense will be larger in each of the
remaining periods, if a loss (creditor) or gain (debtor) is recognized
at the time of a troubled debt restructuring, as in (b), than if the
effects of the new terms are recognized prospectively, as in (a).
115. The other issue involves two related questions: Should the
same accounting (either (a) or (b) in paragraph 114) apply both
to modifications of timing and to modifications of amounts to be
received or paid under the agreement? And should the same
accounting apply both to modifications of interest and to modifica
tions of face amount? The following paragraphs explain and illus
trate those issues and summarize the arguments advanced for
various proposed solutions.
116. Modifications of terms that affect only the timing of amounts
to be received or paid do not change the total amount to be re-
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ceived or paid. However, changes in timing of the amounts to be
received or paid on a debt change its present value determined by
discounting at the prerestructuring effective interest rate or a current
market interest rate or change the effective interest rate needed to
discount the amounts to the prerestructuring present value (re
corded investment in receivable or carrying amount of payable)
or market value. Modifications that affect only the amount of
interest or face amount (or both unless they are exactly offsetting)
to be received or paid change total amounts as well as present
values, effective interest rates, or both. Modifications of both
timing and amount to be received or paid combine those effects.
A hypothetical case illustrates those kinds of modifications and
their effects.
117. A creditor holds a receivable calling for receipt of $100 at
the end of each year for five more years and receipt of the $1,000
face amount at the end of those five years. The stated interest rate
is 10 percent, compounded annually. The recorded investment
in the receivable is $1,000, and the effective annual interest
rate implicit in the investment is also 10 percent. If all amounts
are received as agreed, the creditor will receive total interest income
of $500—the difference between the total amount to be received
($1,500) and the recorded investment in the receivable ($1,000)—
and the effective interest rate on the $1,000 investment will be
10 percent. However, the terms of the receivable are to be modi
fied in a troubled debt restructuring. The four modifications that
follow are examples of the three kinds of modifications described
in paragraphs 113 and 116 (change in amount of interest and
change in face amount are both illustrated; change in timing of
face amount raises no issues different from change in timing of
interest and is not illustrated):
1. Timing of interest only—Terms modified to defer collection of
interest until the receivable matures (a single collection of $500
at the end of five years is substituted for five annual collections
of $100).
2. Amount of interest only—Terms modified to leave unchanged
the timing of interest and the timing and amount of the face
amount but reduce the annual interest from $100 to $60.
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3. Amount of face amount only—Terms modified to leave un
changed the amounts and timing of interest but reduce the face
amount to $800 due at the end of five years.
4. Both timing of interest and amount of face amount—Terms
modified to defer collection of interest until the receivable
matures and reduce the face amount to $800 (modifications 1
and 3 combined).
118. The following chart lists several factual observations that can
be made about the effects on the creditor’s receivable of each of
those restructurings. In general, the same observations apply to
the debtor’s payable.
Before
Modification
Observation:
a. Amount by which total cash receipts
specified by the terms exceed recorded
investment in the receivable:
Interest
Face amount

$ 500

Total cash receipts
Recorded investment
Excess of specified cash receipts
over recorded investment

$1,500
1,000

b. Effective interest rate on the recorded
investment ($1,000)
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1,000

$ 500

10.0 %

c. Present value of the total cash receipts
discounted at the prerestructuring effective
interest rate (10%)

$1,000

d. Present value of the total cash receipts
discounted at the current market interest
rate (assumed to be 12%)

$ 928

e. Face amount specified by the terms

$ 1,000

Modification 1
(Timing Only)

Modification 2 Modification 3
(Amount of Modification 4
(Amount of
Face Amo unt (Timing and
Interest
Only)
Only)
Amount)

$ 500
1,000

$ 300
1,000

$ 500
800

$ 500
800

$1,500
1,000

$1,300
1,000

$1,300
1,000

$1,300
1,000

$ 500

$ 300

$ 300

$ 300

8.5%

6.0%

6.5%

5.4%

$ 931

$ 848

$ 876

$ 807

$ 851

$ 784

$ 814

$ 738

$1,000

$1,000

$ 800

$ 800
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Alternatives Considered

119. Proposals for accounting for troubled debt restructurings
tend to focus on the various observations (paragraph 118) about
the effects of modifying the terms of a debt.
a. Some respondents focused on the effect of a troubled debt re
structuring on the effective interest rate (observation (b)). They
would not reduce the recorded investment in a receivable or
carrying amount of a payable and recognize a loss (creditor) or
gain (debtor) as long as the new terms did not result in a nega
tive effective interest rate on the recorded investment or carrying
amount—that is, as long as the total future cash receipts or
payments specified by the new terms (including both amounts
designated as interest and the amount designated as face amount)
at least equaled the recorded investment or carrying amount
(observation (a)). Thus, they would recognize no loss or gain
for any of the four modifications in the illustration in paragraphs
117 and 118.
b. Some respondents focused on the effect of a troubled debt
restructuring on the face amount of the debt (observation (e)).
They would not reduce the recorded investment in a receivable
or carrying amount of a payable as long as the restructuring
modified only the timing or amount of designated interest or the
timing of the designated face amount, but would recognize a
loss (creditor) or gain (debtor) if restructuring reduced the face
amount of the debt. Thus, they would recognize a loss or gain
for modifications 3 and 4 in the illustration.
c. Some respondents focused on the effect of a troubled debt re
structuring On the present value of the debt discounted at the
effective interest rate before restructuring (observation (c)).
They would reduce the recorded investment in a receivable or
carrying amount of a payable to the present value of the total
future cash receipts or payments under the new terms discounted
at the prerestructuring effective interest rate and recognize a loss
(creditor) or gain (debtor) equal to the reduction. Thus, they
would recognize a loss or gain for each of the modifications in
the illustration.

166

d. Some respondents focused on the fair or market value of the
debt after a troubled debt restructuring. They would account
for each restructuring as an exchange of debt, recording a new
receivable or payable at its fair or market value and recogniz
ing a loss (creditor) or gain (debtor) for the difference between
that fair or market value and the recorded investment or
carrying amount of the receivable or payable replaced. Thus,
they would recognize a loss or gain for each of the modifica
tions in the illustration.
The following paragraphs summarize those four views and their
variations.
Change in Effective Rate View

120. Some respondents emphasized that, in the absence of a
transfer of resources or obligations, the existing accounting frame
work does not require losses to be recognized or permit gains to be
recognized because of events that affect only future profitability of
an investment but do not affect the recoverability of the investment
itself. They contended that applying that principle to troubled debt
restructurings means that no loss or gain should be recognized on a
debt because of modification of terms of debt unless part of the
recorded investment in a receivable is not recoverable or part of
the carrying amount of a payable will not be paid under the new
terms. In their view, a creditor should recognize a loss to the extent
that the total future cash receipts specified by the new terms is less
than the recorded investment in the receivable, and a debtor should
recognize a gain to the extent that the total future cash payments
specified by the new terms is less than the carrying amount of the
payable.
121. According to that view, if the recorded investment in a
receivable is recoverable or the carrying amount of a payable is
to be paid under the new terms,34 interest income or expense is

34 The likelihood of collection of the amounts specified by the new terms of
a receivable should, of course, be assessed in determining allowances for
estimated uncollectible amounts.
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allocated to the periods between restructuring and maturity of the
debt by using the reduced effective interest rate that is implicit in
the difference between the recorded investment or carrying amount
before (and after) restructuring and the future cash receipts or
payments specified by the new terms. If a loss or gain is recognized
at the time of restructuring, the recorded investment or carrying
amount equals the total future cash receipts or payments, and no
interest income or expense is allocated to the remaining periods
between restructuring and maturity.
122. Some of those respondents contended that the amount in
vested by a creditor in a receivable has some of the characteristics
of, and is analogous to, an investment in plant, property, intan
gibles, and similar assets sometimes called “capital assets.” Accord
ing to that analogy, modifying the terms of receivables in troubled
debt restructurings is similar to modifying selling prices of products
produced by those capital assets; the modifications affect the profit
ability of those assets but are not recorded in the existing accounting
framework unless they result in an inability to recover the invest
ment in the assets. That capital asset analogy leads its proponents
to accounting for troubled debt restructurings that is essentially the
same as that described in paragraphs 120 and 121.
123. Certain respondents who supported the views described in
paragraphs 120-122 argued that the resulting accounting not only
is required by the existing accounting framework but also accur
ately describes a troubled debt restructuring involving only modi
fication of terms. They held that, unless the effective interest rate
on a debt becomes negative in a troubled debt restructuring, the
essential effect of modifying terms is to reduce the effective interest
rate on the debt—that is, to decrease the effective rate of return to
the creditor and to decrease the effective cost to the debtor of
deferring payment. For example, some responding financial
analysts argued that to disclose the creditor’s new effective
interest rate on restructured receivables would be more useful for
their purposes than for the creditor to report a loss on restructuring
and then show those receivables to be earning the prerestructuring
interest rate, the current market interest rate, or some other rate
higher than the effective rate on the recorded investment in a
receivable before restructuring.
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124. According to respondents who emphasized the effect of a
troubled debt restructuring on the effective interest rate, there is no
economic basis for distinguishing modifications of future cash re
ceipts or payments designated as interest from modifications of
future cash receipts or payments designated as face amount. They
argued that a creditor in a troubled debt restructuring attempts first
to assure recovery of its investment (which is represented in its
financial statements by the recorded investment in the receivable)
and then to obtain the highest interest income commensurate with
the situation. Whether the amounts to be received under the new
terms are designated as receipts of interest or receipt of face amount
is a minor consideration; the significant question is whether the
new terms allow the creditor to recover its investment.
125. According to that view, since numerous combinations of
receipts or payments designated as interest and face amount can be
structured to produce a particular present value or effective interest
rate, to base accounting on that distinction is likely to result in
questionable, if not indefensible, financial reporting. The creditor
in a troubled debt restructuring may have considerable flexibility in
designating a proportion of the future receipts or payments under
the new terms as interest and designating another proportion as face
amount. If those designations were to dictate the accounting, a
creditor desiring to recognize a loss on restructuring and to recog
nize higher interest income for later periods could restructure terms
in one way, while a creditor desiring to avoid recognizing a loss
on restructuring and to recognize lower interest income for later
periods could restructure the terms in another way, even though
the underlying cash receipts specified by the new terms were the
same, both in timing and amount, for both creditors. A creditor
desiring to recognize a gain on restructuring could conceivably in
crease the amount designated as face amount to an amount higher
than the present recorded investment and reduce the amounts
designated as receipt of interest; a debtor might agree to that
arrangement if it were financially troubled at the time of restructur
ing but expected to be able to pay the higher face amount later.
Change in Face Amount View

126. Some respondents distinguished modifications of face
amounts from modifications affecting only amounts or timing of
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receipts or payments designated as interest or timing of the matur
ity date. They would neither reduce recorded investment in a
receivable or carrying amount of a payable nor recognize loss or
gain in a troubled debt restructuring if a modification of terms of a
debt changed only the amounts or timing of receipts or payments
designated as interest or changed the timing of receipts or payments
designated as face amount. They held, however, that if a troubled
debt restructuring reduces the face amount of a debt, the creditor
should recognize a loss, and the debtor should recognize a gain.35
127. To record a modification of terms involving reduction of face
amount of a debt, proponents of that view would reduce the re
corded investment in the receivable or carrying amount of the
payable by the same proportion as the reduction of the face amount
and recognize a loss (creditor) or gain (debtor) for that amount. If
the restructuring changed the effective interest rate on the remaining
recorded investment or carrying amount, they would allocate inter
est income or expense to the remaining periods between restruc
turing and maturity using that new effective interest rate. That rate
would be implicit in the difference between the new recorded in
vestment in the receivable or carrying amount of the payable
and the future cash receipts or payments specified by the new
terms. That rate would be higher for a debt whose face amount
had been reduced, and would therefore result in more interest in
come or expense for those periods, than the rate described in
paragraph 121.
128. Respondents who distinguished between modifications of
terms that change the face amount of a debt and other kinds of
modifications generally agreed with the view expressed in para
graphs 120 and 122 that the existing accounting framework does
not recognize losses or gains from events that change the profita
bility of existing assets but requires a loss to be recognized if the
event causes part or all of an investment in an asset to become un

35 Some proponents of this view opposed recognizing gains from troubled
debt restructurings not involving transfers of assets or grants of equity
interests.
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recoverable. Those respondents gave several reasons for conclud
ing that reduction of face amount of a debt in a troubled debt
restructuring requires proportionate reduction of the recorded in
vestment in the receivable or carrying amount of the payable and
recognition of a resulting loss or gain.
129. Some respondents who favored accounting based on a dis
tinction between modifications of face amount and other modifica
tions argued that to the extent that the face amount of a debt is
reduced, the debtor-creditor relationship has been terminated, and
the accounting should recognize that termination. In other words,
the face amount adjusted by a premium or discount, if any, meas
ured in the market at the time a receivable or payable was created
is recognized in the existing accounting framework as an asset for
the creditor or liability for the debtor; reducing that face amount
therefore reduces an asset or liability proportionately, and the
reduction must be recognized. In their view, to the extent the face
amount is reduced, a transfer of resources or obligations occurs.
130. Some respondents described the analogy between a cred
itor’s investment in a receivable and an investment in “capital
assets” that is noted in paragraph 122 and contended that reduc
tions of face amounts of receivables in troubled debt restructurings
are analogous to events that reduce the amount, rather than the
future profitability, of capital assets. Both they and the respondents
whose view is described in the preceding paragraph held that the
act of reducing the face amount showed that the creditor and
debtor agreed that the receivable and payable had been decreased.
131. Some respondents contended in effect that accounting for
receivables and payables in the existing accounting framework is
based on the face amount of a receivable or payable, or perhaps on
the face amount plus a premium or minus a discount at the date
of acquisition or issue, and a change in the face amount is a
change in an asset (receivable) or liability (payable). They im
plicitly assumed or concluded that the present value concepts
described in the pronouncements noted in paragraphs 111 and 112
did not apply to receivables or payables involved in troubled debt
restructurings. Thus, they contended that the distinction between
the face amount due at maturity and the amounts designated as
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interest to be received or paid periodically until maturity is vital
in determining proper accounting for a troubled debt restructur
ing. According to that view, the face amount due at maturity
(sometimes referred to as the “principal”) is the basis of the re
corded investment in a receivable or carrying amount of a payable;
that investment or carrying amount does not include the present
value of future receipts or payments designated as interest. That
is, a creditor or debtor records the face amount (perhaps increased
by premium or decreased by discount) when a receivable is ob
tained or a payable is incurred, and no value is ascribed in the
accounts to rights to receive or obligations to pay amounts desig
nated as interest; rather, cash receipts or payments designated as
interest are recognized in the accounts only as they become receiv
able or payable in future periods. Some respondents holding that
view added that to record a loss (creditor) or gain (debtor) because
future cash receipts or payments designated as interest are modi
fied in a troubled debt restructuring would represent abandonment
of the existing historical cost framework and constitute piecemeal
implementation of current value accounting.
132. Several respondents who supported the views described in
paragraphs 126-131 held that the accounting required by those
views is presently used, at least by some financial institutions.
Some banker respondents indicated that troubled debt restructur
ings involving reductions in face amount or “principal” are ex
ceedingly rare, but that most bankers would probably recognize a
loss of “principal” in recording one in which their institution was
the creditor.
133. Differences between the view that focuses on the effect of a
troubled debt restructuring on face amount (paragraphs 126-132)
and the view that focuses on its effect on the effective interest rate
(paragraphs 120-125) pertain wholly to troubled debt restructur
ings that reduce the amount designated as face amount. Both views
lead to the same accounting for troubled debt restructurings in
volving other kinds of modification of terms.
Present Value at Prerestructuring Rate View

134. Some respondents contended that accounting for troubled
debt restructurings should recognize the revised pattern of cash
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receipts or payments under the new terms of the restructured debt.
That is, they would continue to use the effective interest rate
established when the receivable was acquired or payable was in
curred and would reduce the recorded investment or carrying
amount to the present value of the future cash receipts or payments
specified by the new terms.
135. Those respondents in effect supported the accounting pro
posed in the FASB Exposure Draft, “Restructuring of Debt in a
Troubled Loan Situation” (November 7, 1975): a debtor should
account for a troubled debt restructuring that involves modification
of terms of debt by adjusting the carrying amount of the payable
to the present value of the cash payments (both those designated
as interest and those designated as face amount) required of
the debtor after restructuring, discounted at the prerestructuring
effective interest rate, and recognizing a gain on restructuring of
the payable equal to the difference, if any, between that present
value and the carrying amount of the payable before restructuring
(paragraph 6 of that Exposure Draft). Since a troubled debt re
structuring almost invariably involves stretching out or deferring
the debtor’s payments, and may involve reducing amounts due as
well, the present value of a restructured payable is almost invari
ably less than its carrying amount (both are determined by dis
counting at the same interest rate); a debtor would thus normally
recognize a gain on the restructuring. The November 7, 1975
Exposure Draft dealt only with accounting by debtors, but if the
counterpart accounting were adopted by creditors, the creditor
would normally recognize a loss equal to the difference between
its recorded investment in the receivable before restructuring and
the present value at the prerestructuring effective interest rate. In
terest expense or income in future periods would continue to be
based on the prerestructuring interest rate.
136. Some respondents who held the view described in para
graphs 134 and 135 agreed with the view in paragraphs 124 and
125 that no economic basis exists for distinguishing between modi
fications of face amounts and other kinds of modifications. The
major difference between the two views is that the accounting for
one view (paragraphs 134 and 135) retains the same effective
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interest rate as before restructuring and changes the present value
of the future cash receipts or payments specified by the new terms,
while the other view (paragraphs 124 and 125) retains the same
present value as before restructuring (the recorded investment in a
receivable or carrying amount of a payable)36 and changes the
effective interest rate for the periods remaining between restruc
turing and maturity.
Fair Value View

137. Some respondents contended that modifying terms in a
troubled debt restructuring results in an exchange of new debt for
the previous debt. The new debt should be recorded at its fair
value—usually the present value of the future cash receipts or
payments specified by the new terms (whether designated as inter
est or face amount) discounted at the current market rate of
interest for receivables or payables with similar terms and risk
characteristics. Those respondents contended that every debt re
structuring is an exchange transaction (paragraph 68), and they
would recognize a loss (creditor) and gain (debtor) to the extent
of the difference between the recorded investment in the receiv
able or carrying amount of the payable before restructuring and the
fair value of the receivable or payable after restructuring. Interest
income and expense in future periods would be based on the market
rate of interest at the time of restructuring.
138. Respondents who supported the view just described agreed
that designations of amounts as face amount or interest should
not determine whether a loss or gain should be recognized (para
graphs 124 and 125) because only the amounts and timing of cash
receipts or payments, and not their names, affect the present value
of a receivable or payable. They disagreed with other respondents
by contending that the current market interest rate— which gives
the fair value of a receivable or payable—should be used because
an exchange transaction had occurred.37
36 Unless the restructuring causes the effective interest rate to fall below zero.
37 Some respondents contended that the fair value of the receivable or pay
able after restructuring should be measured by discounting the future cash
flows specified by the new terms at the cost of capital to the creditor or
debtor, as appropriate.
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139. Some of the responding financial analysts indicated a pref
erence for accounting that does not use a current interest rate to
determine whether a creditor should recognize a loss in a troubled
debt restructuring involving modification of terms. According to
them, to use a current interest rate to discount future cash
receipts only for receivables that have been restructured would
not result in meaningful information about the earning potential
of a creditor’s entire loan or investment portfolio and might be
confusing because receivables that were not restructured would
continue to reflect the various historical interest rates at the time
of each investment.
Conclusions on Modification of Terms

140. After considering the information received in connection
with (i) the Exposure Draft, “Restructuring of Debt in a Troubled
Loan Situation” (November 7, 1975), and the public hearing based
on it (paragraph 48), (ii) the Discussion Memorandum, “Account
ing By Debtors and Creditors When Debt is Restructured” (May
11, 1976), and the public hearing based on it (paragraph 52),
and (iii) the Exposure Draft, the Board concluded that the sub
stance of all modifications of a debt in a troubled debt restructur
ing is essentially the same whether they are modifications of
timing, modifications of amounts designated as interest, or modi
fications of amounts designated as face amounts. All of those
kinds of modifications affect future cash receipts or payments
and therefore affect (a) the creditor’s total return on the receiv
able, its effective interest rate, or both and (b) the debtor’s total
cost on the payable, its effective interest rate, or both. The Board
believes that accounting for restructured debt should be based on
the substance of the modifications—the effect on cash flows—not
on the labels chosen to describe those cash flows.
141. The Board thus rejected views that modifications involving
changes in face amounts should be distinguished from and ac
counted for differently from modifications involving amounts of
future cash receipts or payments designated as interest and modi
fications involving timing of future cash receipts or payments.
The major reason for that rejection is given in the preceding
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paragraph: the substance of a troubled debt restructuring lies in
its effect on the timing and amounts of cash receipts or payments
due in the future. Whether an amount due at a particular time
is described as face amount or interest is of no consequence to
either the present value of the receivable or payable or its effective
interest rate.
142. The Board considered the views described in paragraphs
129-132 and rejected them to the extent they conflict with the
Board’s conclusions. In the Board’s view, a debtor-creditor rela
tionship is described by the entire agreement between the debtor
and creditor and not merely by the face amount of the debt.
Changes in that relationship therefore encompass changes in tim
ing and changes in amounts designated as interest as well as
changes in an amount designated as face amount. The same rea
soning applies to the analogy between debt and investment in
“capital assets.” A reduction in a troubled debt restructuring of
an amount designated as face amount is not, in the Board’s view,
analogous to the loss or destruction of a portion of a capital asset.
Indeed, the economic impact of reducing an amount designated as
face amount is essentially the same as that of reducing by the
same amount an amount designated as interest that is due at the
same time. Thus, although an analogy between investment in a
receivable and investment in a capital asset may have merit, an
analogy between an amount designated as the face amount of a
receivable and the physical entirety of a capital asset does not.
143. The Board also rejected the view that accounting is based
on the face amount or “principal” in the existing accounting frame
work. That view is not consistent with the weight of the pro
nouncements noted in paragraphs 111 and 112 to the effect that
the recorded investment in a receivable or carrying amount of a
payable is the present value of the future cash receipts or pay
ments specified by the terms of the debt discounted at the effective
interest rate that is implicit in the debt at its inception. That ac
counting explicitly excludes from the recorded investment in a
receivable or carrying amount of a payable the interest income or
expense to be recognized in future periods. The interest method
recognizes that interest income or expense as a constant percent
(the effective interest rate) of the recorded investment or carrying
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amount at the beginning of each future period as the interest
income or expense becomes receivable or payable. The method
is not a “current value method” as that term is generally used in
the accounting literature, unless the effective interest rate used to
determine present value and interest income or expense each
period is the current market interest rate for the period.
144. The Board noted the argument that current practice in some
financial institutions is to record losses based on reductions in
troubled debt restructurings of amounts designated as face amount.
The Board also noted that several respondents indicated that modi
fications of terms of that kind almost never occur. Presumably, a
creditor would generally prefer to alleviate the debtor’s cash dif
ficulties by deferring payment of the amount designated as face
amount rather than by reducing it because deferring payment pre
serves a creditor’s maximum claim in the event of the debtor’s
bankruptcy. The Board decided that accounting for reductions in
troubled debt restructurings of amounts designated as face amounts,
although occurring only rarely, should be made consistent with
accounting for other modifications of future cash receipts or pay
ments in troubled debt restructurings and with the accounting pro
nouncements referred to in paragraphs 111 and 112.
145. The Board also considered the views described in paragraphs
134-139 and rejected them to the extent they conflict with the
Board’s conclusions. The Board concluded that since a troubled
debt restructuring involving modification of terms of debt does not
involve transfers of resources or obligations (paragraph 77), re
structured debt should continue to be accounted for in the existing
accounting framework, on the basis of the recorded investment in
the receivable or carrying amount of the payable before the restruc
turing. The effective interest rate on that debt should be determined
by the relation of the recorded investment in the receivable or
carrying amount of the payable and the future cash receipts or pay
ments specified by the new terms of the debt.
146. To introduce the current market interest rate to provide a
new measure of the recorded investment in a restructured receivable
or carrying amount of a restructured payable is inappropriate in the
existing accounting framework in the absence of a transfer of

177

resources or obligations, that is, if only the terms of a debt are
modified in a troubled debt restructuring. Moreover, since the new
terms are not negotiated on the basis of the current market rates
of interest, there is little or no reason to believe that a current
market rate of interest applied to the restructured debt reflects the
effective return to the creditor or the effective cost to the debtor. On
the contrary, the circumstances of a troubled debt restructuring give
every reason to believe that, except by coincidence, it does not.
Similarly, there is little or no reason to believe that a restructured
debt continues to earn or cost the same effective interest rate as
before the restructuring. The restructuring reflected the creditor’s
recognition that its investment in the receivable no longer could
earn that rate and that a lower effective rate was inevitable. In other
words, the effect of the restructuring was to decrease the effective
interest rate on a continuing debt, and the accounting should show
that result.
147. The Board found persuasive the arguments that a creditor
in a troubled debt restructuring is interested in protecting its unre
covered investment (represented in the accounts by the recorded
investment in the receivable) and, if possible, obtaining a return. To
the creditor, therefore, the effect of a restructuring that provides for
recovery of the investment is to reduce the rate of return (the effec
tive interest rate) between the restructuring and maturity. Similarly,
the effect of that kind of restructuring to the debtor is to reduce the
cost of credit (the effective interest rate) between the restructuring
and maturity.
148. Thus, the Board concluded that no loss (creditor) or gain
(debtor) should be recognized in a troubled debt restructuring if the
total future cash receipts or payments (whether designated as inter
est or face amount) specified by the new terms at least equals the
recorded investment or carrying amount of the debt before the
restructuring. The creditor should reduce the recorded investment
in the receivable and recognize a loss and the debtor should reduce
the carrying amount of the payable and recognize a gain to the
extent that the recorded investment or carrying amount exceeds
the total cash receipts or payments specified by the new terms.
Some respondents to the Exposure Draft apparently misunder
stood the reason for using total future cash receipts or payments
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to compare with the recorded investment in a receivable or the
carrying amount of a payable to determine whether to recognize
a loss or gain on restructuring. Some wondered if the failure to
discount the future cash flows implied changes in pronouncements
that require discounting or de-emphasis or abandonment by the
Board of discounting methods. On the contrary, the Statement is
based solidly on the need to consider the effect of interest. Indeed,
the Board’s conclusion is that a troubled debt restructuring affects
primarily the effective interest rate and results in no loss or gain
as long as the effective rate does not fall below zero. It requires
recognition of a loss to prevent the effective rate from falling
below zero. The effective interest rate inherent in the unrecovered
receivable or unpaid payable and the cash flows specified by the
modified terms is then used to recognize interest income or inter
est expense between restructuring and maturity.
149. The Board also concluded that the fair values of assets trans
ferred or equity interest granted in partial settlement of debt in a
troubled debt restructuring should be accounted for the same as a
partial cash payment. The recorded investment in the receivable or
carrying amount of the payable should be reduced by the amount
of cash or fair value transferred, and the remaining receivable or
payable should be accounted for the same as a modification of
terms. That accounting avoids basing losses or gains on restruc
turing on arbitrary allocations otherwise required to determine the
amount of a receivable satisfied or payable settled by transfer of
assets or grant of an equity interest.
150. Several respondents to the Exposure Draft disagreed with
its proposed conclusions on accounting for modifications of terms
in troubled debt restructurings. One group, which favored account
ing for all troubled debt restructurings at fair value as exchanges
of debt, criticized the Exposure Draft for failing to recognize
losses and gains from decreases in present values of receivables
and payables, for being inconsistent with APB Opinions No. 21
and No. 26, and for elevating form over substance. Another
group, which agreed with the Exposure Draft except for restruc
turings in which face amounts of receivables are reduced, criticized
it for failing to recognize losses and gains from decreases in face
amounts, for changing existing practice, and for elevating form
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over substance. Both views are discussed individually in earlier
paragraphs (126-139) and are there shown to be virtually oppo
site views to each other, but they have some similarities when
compared to the accounting in the Exposure Draft and this
Statement.
151. For example, both criticisms of the Exposure Draft noted
in the preceding paragraph result from rejection of fundamental
conclusions in the Exposure Draft. Thus, respondents who favor
accounting for all troubled debt restructurings as exchanges of
debt disagreed with the conclusions that “a troubled debt restruc
turing that does not involve a transfer of resources or obligations
is a continuation of an existing debt” and “to the extent that a
troubled debt restructuring involves only a modification of terms
of continuing debt, no transfer of resources or obligations has
occurred (paragraphs 76 and 77). Respondents with that view pre
sumably saw troubled debt restructurings as of the same essence
as exchanges covered by APB Opinions No. 21 and No. 26 and
found the Exposure Draft inconsistent with those Opinions. If,
however, the conclusions quoted earlier in this paragraph are
accepted, modifications of terms of continuing debt are different
in substance from exchanges of resources or obligations, and the
Exposure Draft is consistent with the Opinions.
152. Similarly, some respondents who favor recognizing losses
and gains from reducing face amounts in troubled debt restructur
ings disagreed with the conclusion that “the substance of all modi
fications of a debt in a troubled debt restructuring is essentially
the same whether they are modifications of timing, modifications
of amounts designated as interest, or modifications of amounts
designated as face amounts” (paragraph 140). That is, they think
that financial institutions’ customary distinctions between prin
cipal and interest have more substance than the effects of modifica
tions on future cash flows, although they admit that changes in
practice would be minimal because few troubled debt restructur
ings involve changes in face amounts (paragraph 144).
153. The fact that elevating form over substance is a criticism
common to the arguments of respondents who fundamentally dis
agreed with the Exposure Draft emphasizes that various views on
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proper accounting depend on varying perceptions of the substance
of modification of terms in a troubled debt restructuring. The pre
ceding paragraphs note three different views of that substance: the
view on which the Exposure Draft and this Statement are based
and two other views that differ significantly not only from the
view adopted but from each other. The Board carefully analyzed
all three views before issuing the Exposure Draft and decided on
one of them for the reasons stated in paragraphs 106-152.
154. Some respondents who agreed generally with the accounting
for modifications of terms specified in the Exposure Draft and
some who preferred to recognize debtors’ gains and creditors’ losses
from decreases in face amounts expressed concern that a debtor’s
prepayment may result in recognizing a creditor’s loss in the
wrong period (they are silent about a debtor’s gain). That is, if
a debtor may prepay a reduced face amount without penalty,
total future cash receipts may actually be less than the recorded
investment in the receivable even though the total future amounts
specified by the restructured terms are at least equal to the recorded
investment, and no loss is recognized by the creditor at the time
of restructuring under paragraph 16. The loss would be recorded
in the period of prepayment rather than the period of restructur
ing. They propose that a creditor be required to recognize a loss
on restructuring in the period of restructuing to the extent that a
reduction of face amount is not protected by a prepayment penalty.
155. This Statement does not include that kind of test based
on prepayment penalties. The proposed test rests on the assump
tion that a loss resulting from prepayment necessarily is a loss
on restructuring, and that presumption is questionable. At the
time of restructuring, the most probable estimate of future cash
receipts is usually that the debtor will not prepay, even if there
is no prepayment penalty, because (a) prepayment of a debt with
a relatively low effective interest rate is to the creditor’s advantage,
not the debtor’s, (b) initiative for prepayment lies wholly with the
debtor, and (c) the debtor is clearly unable to prepay at the time
of a troubled debt restructuring and may never be able to prepay.
If that most probable estimate later proves incorrect, and the
debtor does prepay, a change of estimate should be recorded in
the period of prepayment.
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CREDITOR’S ACCOUNTING FOR
SUBSTITUTION OR ADDITION OF DEBTORS

156. A change between the Exposure Draft and this Statement
is that the Exposure Draft dealt with substitutions of debtors
only if the debtors were government units. Several respondents
to the Exposure Draft suggested that the principles developed there
applied to substitutions or additions of nongovernment debtors
as well.
157. The general principle developed in earlier paragraphs is
that the accounting for a troubled debt restructuring depends
on its substance. The issues raised if a creditor in a troubled
debt restructuring accepts, or is required to accept, a new receiv
able from a different debtor to replace an existing receivable from
a debtor experiencing financial difficulties pertains to the cir
cumstances, if any, in which the substitution or addition is in
substance similar to a transfer of assets to satisfy a receivable and
the circumstances, if any, in which that kind of restructuring is in
substance similar to a modification of terms only.
158. One view expressed by respondents was that the substitution
of a receivable from a different debtor for an existing receivable or
the addition of another debtor is always a transaction requiring
accounting by the creditor for a new asset at its fair value, recog
nizing gain or loss to the extent that the fair value of the new asset
differs from the recorded investment in the receivable it replaces.
To some proponents, that view holds regardless of the relationship
between the original debtor and the new debtor.
159. Another view expressed was that the kind of substitution
involved in each restructuring must be considered, and the account
ing depends on the relationship between the original and new debt
ors and between the original and new terms.
160. The Board rejected the view that the substitution or addition
of a new debtor is always a transaction requiring recognition of a
new asset by the creditor. In some troubled debt restructurings, the
substitution or addition may be primarily a matter of form while
the underlying debtor-creditor relationship, though modified, essen
tially continues. For example, to enhance the likelihood that the
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modified terms of a troubled debt restructuring will be fulfilled,
a new legal entity may be created to serve as a custodian or
trustee to collect designated revenues and disburse the cash
received in accordance with the new debt agreement. The role
of that new unit may be similar to that of a sinking fund trustee
in an untroubled debt situation. The source of the funds required
to fulfill the agreement may be the same, but some or all of those
funds may be earmarked to meet specific obligations under the
agreement. Similarly, if the new debtor controls, is controlled
by, or is under common control with the original debtor, the
substance of the relationship, is not changed. Each troubled debt
restructuring involving a substitution or addition of a debtor
should be carefully examined to determine whether the substi
tution or addition is primarily a matter of form to facilitate com
pliance with modified terms or primarily a matter of substance.
161. The Board considers the exchanges of bonds of the Munici
pal Assistance Corporation (Corporation) for notes of the City of
New York (City) described in recent exchange offers38 to be ex
amples of troubled debt restructurings whose substance to creditors
for accounting purposes is a modification of the terms of an existing
receivable rather than an acquisition of a new asset (receivable).
According to those exchange offers:
The Corporation . . . was created in June 1975 . . . for the
purposes of assisting the City in providing essential services to
its inhabitants without interruption and in creating investor
confidence in the soundness of the obligations of the City. To
carry out such purposes, the Corporation is empowered, among
other things, to issue and sell bonds and notes and to pay or
lend funds received from such sale to the City and to exchange
the Corporation’s obligations for obligations of the City.39

The Board’s understanding is that: (a) the Corporation receives

38 Municipal Assistance Corporation for the City of New York, “Exchange
Offer[s] to Holders of Certain Short-Term Notes of the City of New York,”
November 26, 1975, May 21, 1976, and March 22, 1977.
39 Municipal Assistance Corporation for the City of New York, “Exchange
Offer to Holders of Certain Short-Term Notes of the City of New York,”
November 26, 1975, p. 15.

183

its funds to meet debt service requirements and operating ex
penses from tax allocations from New York State’s collections of
Sales Taxes imposed by the State within the City, Stock Transfer
Taxes, and Per Capita Aid (revenue sources previously available
to the City); (b) Tax and Per Capita Aid amounts not allocated
to the Corporation for its requirements are available to the City
under the terms of the applicable statutes; and (c) the primary pur
pose in creating the Corporation was to enhance the likelihood
that the City’s debt will be paid, not to introduce new economic
resources and activities.

RELATED MATTERS

162. Several respondents commenting on accounting for contin
gent future cash payments or receipts indicated a need for some
clarification of the accounting described in the Exposure Draft.
Accounting for contingent payments or receipts is complicated
because it involves four separate situations— (1) accounting by the
debtor at the time of restructuring, (2) accounting by the debtor
after the time of restructuring, (3) accounting by the creditor at the
time of restructuring, and (4) accounting by the creditor after the
time of restructuring. It is further complicated because the view of
both debtor and creditor shift between “gain” contingencies and
“loss” contingencies as the accounting shifts from the time of
restructuring to after the time of restructuring. The accounting in
the Exposure Draft and this Statement is governed by the following
general principles:
a.
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Paragraph 17 (gain contingencies) of FASB Statement No. 5
governs a debtor’s accounting for contingent cash payments
at the time of restructuring (paragraph 18) and a creditor’s
accounting for contingent cash receipts after the time of
restructuring (paragraph 36). Since gain contingencies are
not recognized until a gain is realized, (1) a debtor should not
recognize a gain at the time of restructuring that may be
offset by future contingent payments, which is equivalent to
assuming that contingent future payments will be paid, and (2)
a creditor should not recognize contingent cash receipts as
interest income until they become unconditionally receivable,

that is, until both the contingency has been removed and the
interest has been earned.
b.

Paragraph 8 (loss contingencies) of FASB Statement No. 5
governs a debtor’s accounting for contingent cash payments
after the time of restructuring (paragraph 22) and a creditor’s
accounting for contingent cash receipts at the time of restruc
turing (paragraph 32). Since two conditions must be met
to recognize an estimated loss, (1) a debtor should recognize an
interest expense and payable for contingent payments when
it is probable that a liability has been incurred and the amount
can be reasonably estimated, and (2) a creditor should recog
nize a loss unless offsetting contingent cash receipts are
probable and the amount can be reasonably estimated. Con
tingent cash receipts are unlikely to be probable at the time
of restructuring.

163. The principles described in the preceding paragraph also
apply to other situations in which future cash payments or receipts
must be estimated to apply the provisions of the Statement, for
example, future interest payments or receipts that are expected to
fluctuate because they are based on the prime interest rate or
indeterminate total interest payments or receipts because the
debt is payable or collectible on demand or becomes payable
or collectible on demand after a specified period (paragraphs 18
and 32).

DISCLOSURE
Disclosure by Debtors

164. Most respondents to the Discussion Memorandum com
menting on disclosure by debtors for restructurings advocated
essentially the disclosure prescribed for gains or losses from ex
tinguishment of debt in FASB Statement No. 4. Paragraph 99
gives the Board’s reasons for adopting for gains on troubled debt
restructurings the guidelines for income statement classification
prescribed in that Statement for gains from extinguishment of
debt. Since troubled debt restructurings for which gains are rec
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ognized and extinguishments of debts thus use the same guidelines
for income statement classification and are similar for disclosure
purposes, the Board concluded that the kind of information pre
scribed in paragraph 9 of FASB Statement No. 4 is generally
appropriate for disclosing troubled debt restructurings involving
recognition of gains. Since some of those restructurings involve
transfers of assets to creditors to settle payables, the Board be
lieves that it is appropriate also to disclose the aggregate net gain
or loss recognized on transfers of assets. However, since several
respondents to the Exposure Draft indicated that problems would
arise in attempting to determine when a debtor’s current diffi
culties began and perhaps in obtaining amounts of earlier losses,
this Statement omits a requirement in the Exposure Draft to dis
close also “the aggregate loss, if any, recognized on those assets
in earlier periods in connection with the debtor’s current financial
difficulties.”
165. Restructurings not involving recognition of gain or loss at
the time of restructuring usually modify the timing, amounts, or
both, of interest or face amount the debtor is to pay under the
debt’s terms (paragraphs 16-18). In the Board’s view, the prin
cipal changes in terms should be disclosed to permit an under
standing of the financial effects of those modifications.
166. Paragraph 26, specifying disclosure of the extent to which
inclusion of contingent future cash receipts prevented recognizing
a gain on restructuring was added in response to suggestions by
respondents to the Exposure Draft. The Board agreed that in
formation would be useful in assessing the relation between future
cash payments and future interest expenses of the debtor.
Disclosure by Creditors

167. Most banking and other financial institutions responding to
the Discussion Memorandum that commented on disclosure by
creditors argued against separate disclosures about restructured
receivables. They emphasized that to be the most meaningful to
financial statement users information about receivables should
disclose the interest rate characteristics of each broad group of
earning assets (primarily loan or investment portfolios), by major
category. They argued that information limited to receivables that
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have been restructured would not only be less meaningful than
information about entire portfolios of receivables but also could
be confusing because the same information is also needed about
other receivables, particularly those that are earning no return
but have not been restructured (nonearning receivables). Several
of those institutions referred to the requirements of the Securities
and Exchange Commission and of the banking regulatory agencies,
which recently became effective, both concerning disclosure about
categories of loan and investment portfolios—including their
maturities, interest rates, and nonearning loans and investments
— and the allowance for uncollectible amounts. They indicated
that those requirements provide adequate information about the
financial effects of restructurings, troubled or nontroubled. Fi
nancial analysts responding also recommended disclosure focusing
on the characteristics of each broad group of earning assets. They
expressed a desire for information about past and expected yields
of entire portfolios, by major category, to enable them to make
informed judgments about recent and prospective earnings per
formance.
168. Some respondents to the Discussion Memorandum that are
not financial institutions recommended that the Board require in
formation to be disclosed about each significant troubled debt
restructuring in the period that it occurs, primarily the terms of
the restructuring, gain or loss recognized, if any, and the related
income tax effect. Most of those respondents focused on individual
receivables rather than on groups of receivables and proposed
that debtors and creditors disclose similar information.
169. The Board concluded that the information prescribed by
paragraph 40 should be disclosed, by major category, for out
standing receivables whose terms have been modified in troubled
debt restructurings. The information may be disclosed either sep
arately for those receivables or as part of the disclosure about
reduced-earning and nonearning receivables. The Board believes
that the appropriate format for that disclosure depends primarily
on the characteristics and number of receivables, including the
proportion of those receivables that have reduced earning poten
tial. It believes the argument has merit that the most meaning
ful disclosure about earnings potential for a financial institution
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typically should focus on entire portfolios of receivables, by m ajor
category, rather than only on receivables that have been restruc
tured in troubled situations, but the Board acknowledges that de
term ining appropriate disclosure for receivables in general is be
yond the scope of this Statem ent. Accordingly, paragraphs 40
and 41 specify types of inform ation that shall be disclosed and
perm it that inform ation to be provided by m ajor category for the
aggregate of outstanding reduced-earning and nonearning receiv
ables, by m ajor category for outstanding receivables whose terms
have been modified in troubled debt restructurings, or for each
significant outstanding receivable that has been so restructured,
depending on the circumstances.
170. This Statem ent contains three changes from the Exposure
D raft concerning disclosure by creditors, all m ade in response to
comm ents or suggestions from respondents to the Exposure D raft
and all in paragraph 40, which was paragraph 34 of the Exposure
Draft: (1) disclosure of inform ation m ore in conform ity with SEC
Guides 61 and 3 40 replaces disclosure of the weighted average
effective interest rate and the range of m aturities, (2) disclosure
of the allowance for uncollectible am ounts or other valuation
allowance applicable to restructured receivables is deleted, and
(3) disclosure of a com m itm ent to lend additional funds to debtors
owing restructured receivables is added.
171. Disclosure of commitments to lend additional funds was
chosen instead of a penalty suggested by some respondents to the
Exposure D raft. They expressed concern that a creditor might
avoid recognizing a loss under paragraphs 3 0 -3 2 by restructuring
a troubled receivable in a way that the specified future cash
receipts exceed the recorded investment in the receivable and
then agree to lend funds to the debtor to m eet those terms. They
proposed that irrevocable comm itm ents to lend to the debtor be
included in the creditor’s recorded investment to determ ine whether
the creditor should recognize a loss at the time of restructuring.
Since that test is equivalent to saying that a creditor m ust recognize

40 SEC, Securities Exchange Act of 1934 Release No. 12748, “Guides for
Statistical Disclosure by Bank Holding Companies,” August 31, 1976.
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a loss unless the restructured terms provide not only for recovery
of the outstanding receivable but also for recovery of future loans to
the same debtor (because future cash receipts from future loans
are ignored), the test is excessively punitive. The Board decided
that disclosure of those commitments is adequate. That disclosure
may already be required by paragraphs 18 and 19 of FASB State
ment No. 5, but paragraph 40(b) makes the disclosure explicit.
172. Some respondents who advocated that the scope of this
Statement exclude restructurings of receivables related to consumer
financing activities or to all or certain residential properties (para
graph 63) also argued that, if those restructurings were embraced
by this Statement, applicable requirements for disclosure would
likely be burdensome and not very meaningful to financial state
ment users. They point out that the accounting, including informa
tion normally disclosed in financial statements or in other reports,
for those types of receivables has been tailored to fit special charac
teristics of the receivables, such as large numbers of relatively small
balances, interest rates fixed by state law rather than in a fluctuating
market, and numerous accounts on which collections are past due.
The Board noted the special characteristics of those types of receiv
ables and, since the scope of this Statement does not encompass
appropriate disclosure for receivables generally, concluded that
paragraphs 40 and 41 should not necessarily apply to those types
of receivables that have been restructured.
ACCOUNTING SYMMETRY BETWEEN
DEBTORS AND CREDITORS

173. The Discussion Memorandum contained several questions
on whether particular accounting by debtors and creditors should
be symmetrical. Most respondents considered a criterion of sym
metry between debtors and creditors an insignificant factor in ac
counting for troubled debt restructurings. Many noted that existing
accounting principles for accounting by creditors for receivables
after their initial recording and for recognizing losses already differ
from those for accounting by debtors for payables and for recogniz
ing gains. Some respondents also noted that differences usually
exist between the debtor and creditor in a particular restructuring
(for example, differences in the industry or industries in which they
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are involved, in their financial viability, and in the significance and
frequency of that kind of event for them). The accounting for
troubled debt restructurings prescribed in this Statement is sym
metrical between debtors and creditors in most matters. However,
the Board considered the types of differences described above,
among other factors, in concluding that different accounting is
appropriate for debtors and creditors in matters such as classifying
gains or losses recognized at the time of troubled debt restructur
ings, accounting for contingent interest, and disclosing information
about troubled debt restructurings.
EFFECTIVE DATE AND TRANSITION

174. The Board concluded that prospective application of this
Statement is appropriate and that the effective dates in paragraphs
43-45 are advisable. In the Board’s view, comparability of finan
cial statements would not be greatly enhanced by restating past,
nonrecurring troubled debt restructurings. Further, difficulties in
retroactive application of the provisions of this Statement include
identifying restructurings for which fair values would need to be
determined and determining those fair values. A number of enter
prises that in recent years have had several restructurings of those
types would be unlikely to have information available to restate
retroactively.
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APPENDIX E
FASB INTERPRETATION NO. 8
Classification of a Short-Term Obligation Repaid Prior to
Being Replaced by a Long-Term Security
an interpretation of FASB Statement No. 6

JANUARY 1976

INTRODUCTION

1. FASB Statem ent No. 6, “ Classification o f Short-Term
Obligations Expected to Be Refinanced,” specifies th at a
short-term obligation shall be excluded from current liabilities
only if the enterprise intends to refinance the obligation on a
long-term basis and before the balance sheet is issued has
either (a) completed the refinancing by issuing a long-term
obligation or by issuing equity securities or (b) has entered
into a financing agreement th at permits refinancing on a long
term basis. (See paragraphs 9 — 11 of the Statement.)
2. The FASB has been asked to clarify whether a short-term
obligation should be included in or excluded from current
liabilities if it is repaid after the balance sheet date and
subsequently replaced by long-term debt before the balance
sheet is issued. For example, assume th at an enterprise has
issued $3,000,000 of short-term commercial paper during the
year to finance construction of a plant. At June 3 0 , 1976, the
enterprise’s fiscal year end, the enterprise intends to refinance
the commercial paper by issuing long-term debt. However,
because the enterprise temporarily has excess cash, in July
1976 it liquidates $1,000,000 of the commercial paper as the
paper matures. In August 1976, the enterprise completes a
$6,000,000 long-term debt offering. Later during the m onth
of August, it issues its June 30, 1976 financial statements.
The proceeds of the long-term debt offering are to be used to
replenish $1,000,000 in working capital, to pay $2,000,000
of commercial paper as it matures in September 1976, and to
pay $3,000,000 of construction costs expected to be incurred
later th at year to complete the plant.
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IN T E R P R E T A T IO N

3. The concept th at a short-term obligation will not require
the use of current assets during the ensuing fiscal year if it is
to be excluded from current liabilities underlies FASB
Statem ent No. 6 (see paragraphs 1, 2, and 20 of the
Statement). That concept is also fundamental to Chapter 3A,
“Current Assets and Current Liabilities,” of A R B No. 43,
which was not changed by FASB Statem ent No. 6 (except as
specified in paragraph 16 of the Statement). Repayment of a
short-term obligation before funds are obtained through a
long-term refinancing requires the use of current assets. There
fore, if a short-term obligation is repaid after the balance sheet
date and subsequently a long-term obligation or equity
securities are issued whose proceeds are used to replenish
current assets before the balance sheet is issued, the short
term obligation shall not be excluded from current liabilities
at the balance sheet date.
4. In the example described in paragraph 2 above, the
$1,000,000 of commercial paper liquidated in July would be
classified as a current liability in the enterprise’s balance
sheet at June 30, 1976. The $2,000,000 of commercial paper
liquidated in September 1976 but refinanced by the long
term debt offering in August 1976 would be excluded from
current liabilities in balance sheets at the end of June 1976,
July 1976, and August 1976.1 It should be noted that the
existence of a financing agreement at the date of issuance of
the financial statements rather than a completed financing at
that date would not change these classifications.
EFFECTIVE DATE

5. This Interpretation shall be effective February 29, 1976
and shall apply to balance sheets dated on or after that date
1At the end of August 1976, $2,000,000 of cash would be excluded
from current assets or if included in current assets, a like amount of
debt would be classified as a current liability. (See footnote 1 and
paragraph 40 of FASB Statement No. 6.)
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and to related statements of changes in financial position. Re
classification in financial statements for periods ending prior
to February 2 9 , 1976 is permitted but not required.

This Interpretation was adopted by the unanimous vote o f
the seven members o f the Financial Accounting Standards
Board following submission to the members o f the Financial
Accounting Standards Advisory Council.
Marshall S. Armstrong, Chairman
Oscar S. Gellein
Donald J. Kirk
Arthur L. Litke
R obert E. Mays
Walter Schuetze
Robert T. Sprouse
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